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TAX EVASION AND THE COMMON LAW 
By Melville Pierce, B.A., LL.B. 


SINCE NO ONE REALLY WISHES TO 
pay taxes it is inevitable that the Govern- 
ment, which must have revenues, will 
from time to time find itself at odds with 
the taxpayers, who must provide them. 
In democratic countries, more especially 
those deriving their political traditions 
from England, the Government must — 
a historic struggle has so resolved — ob- 
tain parliamentary sanction to the impo- 
sition of taxes, and it is essential that the 
instrument levying the impost define it 
with precision. In case of dispute the 
Courts will decide, and before the 
Courts the Crown stands in no strong- 
er or different position than any other 
suitor. 

Occasionally it happens — though for- 
tunately not too often — that servants of 
the Crown, looking upon themselves as 
champions of that amorphous monster 
“the people”, regard any circumvention 
or evasion of a taxing Act, albeit by 
lawful means, as something which is 
reprehensible and which should be 
nullified, if necessary by retroactive 
legislation or even by their own edict, 
but preferably by the Courts. 

But the question is: does not the cure 
so recommended do even greater injury 
than the evil it would exorcise? 

There are societies extant which prac- 
tise the belief that the state is the organ 


of the mass, not of the individuals who 
constitute it. Other societies — ours is 
one of them — have a different view- 
point. To us, our society is good be- 
cause within it individuals are enabled 
to develop their faculties to the full. It 
is a strong society — history is witness 
to that — because individuals who value 
liberty for its own sake eschew licence 
for themselves and respect the liberty of 
others. There are few of us who would 
change it. 

A people's laws are the expression of 
a people’s genius. The common law of 
England — which is the basis of the law 
of 9 of our 10 Provinces — is the shrine 
of liberty. It is significant that though 
changing times call for changing policies 
— thus 19th century J/aissez faire has 
given place to the 20th century welfare 
state — the Parliament of Great Britain 
still makes laws, and her Courts still 
construe them, in the same spirit as of 
old. Laws which take away the liberty 
of the subject must be expressed in pre- 
cise language, for such an intention ought 
never to be presumed: an act which is 
lawful when done should not be made 
unlawful after the event — and only 
the most exceptional circumstances will 
ever justify such a course: an Act of 
Parliament means exactly what it says, 
and the Courts caa neither add words nor 
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take them away; it is Parliament which 
makes the laws; the Courts merely con- 
strue them, and to construe is not to 
legislate. It is upon principles such as 
these that our liberties rest. 

There is, of course, a tendency in the 
opposite direction, a tendency more par- 
ticularly manifest in decisions of the 
United States Supreme Court in recent 
years. The view is that the Court is jus- 
tified in going beyond the strict letter of 
the law if this is necessary to give effect 
to its true intent, its substance. Such 
an attitude is understandable in a coun- 
try having a rigid constitution, a restrict- 
ed legislature and a sovereign Court, 
where, moreover, to make or change a 
law will often involve a _ prolonged 
struggle between the Executive and both 
Houses of a legislature, each of which is 
jealous of its powers and prerogatives, 
and perhaps contains a majority hostile 
to the Executive. 

This, however, is not the approach 
which has yet commended itself to the 
Courts of England or of Canada, where 
the legislature is sovereign, the Govern- 
ment can always rely on a majority, and 
where accordingly laws may be made and 
amended without the same difficulties 
as in the United States. That this is so, 
two recent decisions of the Court of ul- 
timate resort in the United Kingdom 
will establish. In each case a particular 
transaction effected by a taxpayer would, 
if it were held to be outside the Income 
Tax Act, result in his escape from taxa- 
tion. In each case it certainly appeared 
that the sole purpose of the scheme was 
the avoidance of taxation, but in each 
case the House of Lords held that the 
Courts could not for this reason nullify 
the transaction and subject the taxpayer 


to taxation. 
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The first of these cases! was concerned 
with a highly ingenious scheme whereby 
an annuity, through the alchemy of a con- 
tract, was metamorphosed’ into a loan, 
the former being taxable, the latter not. 
This mayic was performed through the 
medium of an insurance policy which 
provided that in consideration of a lump 
sum the insurer covenanted to pay, on 
the insured’s death, a sum equal to the 
aggregate of a certain sum (£4 14s 8d) 
for each completed period of one month 
between the date of the policy and the 
date of the insured’s death. The con- 
tract, however, contained the following 
remarkable provision: the insured was 
entitled to borrow from the company in 
any month a sum or sums not exceeding 
the amount which would have been pay- 
able by the insurer if insured had died 
on that date, and, moreover, such loans 
were to be free of interest and not re- 
coverable by the insurer except out of 
the moneys payable on the death of in- 


sured. The monthly amount mentioned - 


was, it may be noted, considerably less 
than the sum which insured could have 
obtained if he had purchased an ordin- 
ary annuity, which, however, would have 
been chargeable to income tax. The 
insured hastened to instruct the company 
to pay over to him each month the maxi- 
The insurer did 
not deduct income tax from the sums so 
paid over to the insured, and appealed 
from an income tax assessment charging 
it with tax thereon. The Crown con- 
tended that the so-called loans were in 
their true nature payments of an annuity. 
The Special Commissioners disagreed and 
discharged the assessment. Macnaghten 
J., however, reversed the Commissioners, 
and the case went to the Court of Ap- 


1C.LR. Vv. Wesleyan & Gen. Ass’ce Soe. 
(1948) 30 Tax Cas. 11 


mum loan allowable. 
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peal. There Lord Greene M.R., deliver- 
ing the judgment of the Court, said that 
the argument of the Crown was an at- 
tempt to resurrect the doctrine that the 
Court in construing a document should 
give effect to the substance of the trans- 
action as distinct from its form in such a 
way as to attract tax. “That particular 
doctrine’, he remarked, ‘‘was, I hope, 
finally exploded by the decision of the 
House of Lords in the case of Duke of 
Westminster V. C.I.R., 19 T.C. 490.” 

His conclusion was as follows: 

Why the legal relationship which the 
parties have in terms created of lender and 
borrower in respect of those sums should 
not be given effect to, I fail to understand, 
unless it be that by giving effect to what 
the parties have said, the transaction would 
avoid tax. I cannot think myself that, if 
it had not been for the existence of the 
Income Tax Act, anyone would have 
dreamt of suggesting that this contract 
means anything else than what it sets 
forth. It is because, if effect is given to 
it according to its terms, tax will be avoid- 
ed, that the argument has come into exist- 
ence simply in order to try and get tax 
out of a transaction which, if it had been 
done in a different way, achieving the 
same financial result, would undoubtedly 
have attracted tax. 

He could see no reason for rewriting 
the contract and construing the parties’ 
language in some unnatural and strained 
sense. 

The case then went to their Lordships’ 
House, where the Crown again sustained 
a resounding defeat by a unanimous de- 
cision. 

“There is’, said Lord Uthwatt, “no 
exceptional rule of construction applic- 
able to the case. Here, as in all other 
cases of construction, mere nomenclature 
descriptive of an operation provided for 
by the [policy] may be disregarded as of 
no weight, if it mis-describes the opera- 
tion. But under the cover of that rule 
it is not right to attribute to words ap- 
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pearing in the [policy] a sense they do 
not naturally bear by reason of the odd 
legal or practical position that results. . . 

“A man may live by borrowing; but 
that habit of life does not attract income 


9 


tax. 


The second instance* affords a yet 
more striking illustration of the attitude 
of the highest British Court to tax eva- 
sion. ‘The issues in this case are, to the 
Canadian, somewhat involved and of 
small interest in themselves since they 
arise out of specific provisions enacted to 
deal with a problem peculiar to the Brit- 
ish tax structure. Under the British In- 
come Tax Acts only individuals are liable 
to the impost known as sur-tax, and for 
many years an unceasing battle has been 
waging between some taxpayers and the 
Revenue, the former seeking by a series 
of devices to take advantage of the 
exemption of bodies corporate from sur- 
tax and the Revenue countering each de- 
vice in turn by means of a specific amend- 
ment to the Act. Thus, until 1922, when 
the first enactment was passed, it was 
possible for an individual Brittsh tax- 
payer to avoid sur-tax by transferring as- 





2 Following enactment of the Fimance Act, 
1949 by the British Parliament this particu- 
lar scheme may no longer be availed of in 
Great Britain for the avoidance of taxes. By 
an enactment couched in specific terms, sums 
paid by an insurer pursuant to a loan provi- 
sion in a life insurance policy will henceforth 
be treated as annuities. It is noteworthy that 
the legislation deals with one specific case of 
tax evasion and does not, like sec. 126 of 
the Canadian Act, confer an overriding power 
of censorship on the Executive Government 
enabling it to declare that any scheme for 
the improper avoidance of taxes is illegal and 
nugatory. In view of the differing political 
philosophies of the majorities in the British 
and Canadian Parliaments, this contrast would 
seem to the unknowing to be a pure paradox. 


8C.LR. v. Lord Howard De Walden 
(1948) 30 Tax Cas. 345 
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sets to a controlled company registered 
in the United Kingdom, and for such 
company to retain its profits undistribut- 
ed. In 1922 Parliament enacted an amend- 
ment by which the income of such a 
deemed “‘appor- 
tioned” to its members. The provision, 
however, extended only to British regis- 
tered companies and only to a single ap- 
portionment. Thus it remained possible 
to evade sur-tax by employing more than 
one controlled British company or by 
making use of a controlled foreign com- 
pany. In 1927 Parliament countered the 
former of these by extending the appor- 
tionment provision of the 1922 Act to 
interconnected British companies. This, 
however, still left open the route to eva- 
sion through foreign controlled compan- 
ies, and in 1938 Parliament sought to 
close this device by enacting that the in- 
come of an individual liable to tax should 
include /nter alia the income of any body 
corporate which could have been appor- 
tioned if the body corporate were a 
British company. This provision, how- 


company might be 


ever, only effected one apportionment of 
the income of a foreign company, so that 
it could still be evaded by employing a 
second or a whole series of interconnect- 
ed foreign companies. Then in 1939 
Parliament enacted an amendment to the 
1938 provision: this declared that the 
word “apportionment” as used therein 
should be read to include “sub-appor- 
tionments’’. 


The question before the Court in the 
case we are considering was whether or 
not this last enactment, the intention of 
which seems (though only seems) so 
evident, did effectually close the loop- 
hole last mentioned. In this case a Brit- 
ish individual controlled through share- 
holdings a foreign company which con- 
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trolled six other foreign companies. The 
question was whether the 1938 legis- 
lation as amended in 1939 effected no- 
tional apportionments and sub-apportion- 
ments of the undistributed income of all 
seven companies so that ultimately the 
undistributed income of all of them was 
deemed to reach the hands of the British 
shareholder and there be liable to sur-tax 
in his hands, or whether it merely effected 
the apportionment and sub-apportion- 
ment of the income of the one foreign 
company which he directly controlled. 
The Crown contended that the 1939 
amendment was passed to defeat an eva- 
sive device and that the legislation should 
be construed as extending to the appor- 
tionment and sub-apportionment of the 
income of all of a series of interconnected 
foreign companies, though admittedly, 
the Crown conceded, to give the provi- 
sion this effect would necessitate reading 
the words “the body corporate” in the 
1938 legislation as meaning “the rele- 
vant body corporate” following the 1939 
amendment. 

The Crown’s view commended itself 
neither to the Special Commissioners nor 
to the Revenue Judge of first instance, 
Atkinson J. It did, however, find strong 
support in the Court of Appeal, which 
took the view that while the 1939 amend- 


ment was inartistically expressed, the in- 
tention to defeat an evasive device was 
apparent and that the gloss on the words 
urged by the Crown should be adopted. 
The Court held that such was the true 


otherwise the 
amendment would be futile. 

The taxpayer, undismayed, carried his 
appeal to the Court of last resort. There 
he found a sympathetic response. Their 
Lordships were unanimous in finding 
the decision of the Court of Appeal not 
supportable. 


intent of Parliament; 
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Lord Uthwatt, who spoke for the 
House, examined the language of the 
two statutes and found the section as 
amended unambiguous and its meaning 
dear. The intent to be gathered from 
the language used, he said, was to render 
the income of a foreign company appor- 
tionable and sub-apportionable, but that 
was all: income notionally apportioned 
to a foreign company in the process did 
not thereby itself become apportionable. 
He pointed out that even thus limited, 
the section as amended did have some ef- 
fect, for thereunder income of a foreign 
company apportioned to a controlled 
British company became sub-apportion- 
able for the first time. “It cannot there- 
fore be said’’, he commented, “that the 
amendment is futile, but I must not be 
taken as suggesting that futility is a rea- 
son for the Courts, under the guise of 
construing an enactment, to depart from 
the plain meaning of unambiguous lan- 
guage appearing in it.” 

His concluding words bear repetition: 
My Lords, with all respect to the Court 
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of Appeal, it appears to me that, while 
recognizing the well settled principle that 
a statute must be construed according to 
the intention expressed in the statute it- 
self, they have failed to apply it. The 
principle was put thus by Lord Watson 
in Salomon v. Salomon & Co. [1897] AC. 
at p. 38: “‘Intention of the Legislature’ 
is a common but very slippery phrase, 
which, popularly understood, may signify 
anything from intention embodied in posi- 
tive enactment to speculative opinion as 
to what the Legislature probably would 
have meant, although there has been an 
omission to enact it. In a Court of Law 
or Equity, what the Legislature intended to 
be done or not to be done can only be 
legitimately ascertained from that which 
it has chosen to enact, either in express 
words or by reasonable and necessary im- 
plication. It is an application of this 
principle that a statute may not be extend- 
ed so as to meet a casus omissus. As was 
said in Crawford v. Spooner (1846) 6 
Moo. P.C. 1 at p. 9: ‘We cannot aid the 
Legislature’s defective phrasing of the Act, 
we cannot add, and mend, and, by con- 
struction, make up deficiencies which are 
left there.’” 


There is nothing new in these two 
judgments, That, of course, is the point 
of this article. 






Blackwell v. Minister of National Revenue 
(Exchequer Court of Canada, Thorson P., October 26, 1949) 


Excess profits tax — Commercial traveller — Whether carrying on business 


— Whether a profession — Onus of 


3(1), 


During the years 1942, 1943 and 
1944, Blackwell, a commercial traveller, 
represented several firms, called on cus- 
tomers chosen by himself, displayed sam- 
ples, and obtained orders for merchan- 
dise which he transmitted to his various 
principals. He was remunerated solely 
by commissions conditional upon pay- 


proof — EPT Act, 1940, c. 32 secs. 
7(b) 


ment by the customers. He had his own 
car, paid his own expenses, and went 
where he saw fit. His authority was con- 
fined to obtaining orders for his prin- 
cipals and transmitting such orders to 
them. He had no office or staff, tele- 
phone, typewriter, or stationery of his 
own. He was assessed to excess profits 
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tax in each of the years in question as a 
person carrying on business (E.P.T. Act, 
1940, c. 32, sec. 3(1)). He appealed 
contending (1) that he was not carrying 
on business but was merely an employee 
of his principals, and (2) that if he was 
carrying on business, his profits were 
exempt pursuant to sec. 7(b) as being 
the profits of a profession. 

Held, neither contention could be sus- 
tained, and the appeals must be dismiss- 
ed. 

(1) Appellant was not a mere em- 
ployee but was carrying on business as a 
commercial traveller [Smith v. Anderson 
(1880) 15 Ch.D. 247, per Jessel M.R. 
at p. 258, applied; Marsh v. C.LR. 
[1943] 1 A.E.R. 199, followed]. “If 
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he had been operating for only one mill 
there would have been support for [his] 
contention that he was merely an em- 
ployee but the facts in their entirety are 
against it.” 

(2) Even making full allowance for 
the enlarged sense attributable to the 
word “‘profession”’ in recent times, it can- 
not be extended to include the activities 
of a commercial traveller. Moreover, ap- 
pellant had not satisfied the onus upon 
him of proving that his profits depended 
wholly or mainly upon his personal 
qualifications: he admitted that his mer- 
chandise was the most important factor 
in his success [Bower v. MNR [1949] 
Ex.C.R. 61, Tax Rev. 36 and cases cited 
therein, referred to and applied]. 


Appeal dismissed 


Anger v. Minister of National Revenue ' 

(Income Tax Appeal Board, Hon. R. T. Graham, Chairman, F. Monet Esq., K.C., 
and W. S. Fisher Esq., K.C., August 24, 1949) 

Income tax — Depreciation — Lawyer employed on salary — Private law library 


used in course of duties — Refusal of depreciation — Wrongful exercise of dis- 
cretion — Review of by Court —IWTA (1946) sec. 6(1)(a), (b), and (n) 


During the years 1939 to 1946 inclu- 
sive, Anger, a barrister and solicitor, who 
had for many years previously been en- 
gaged in the practice of law as a partner 
in a law firm, was employed at an annual 
salary as legal adviser to the Wartime 
Prices and Trade Board, an agency of the 
Dominion Government. He brought to 
his new position a law library which he 
had acquired over a period of years at 
a cost of $1,000 and some office furniture 
which he had purchased for $300. The 
furniture was not used by him in his 
position, but he testified that he had con- 
stant need to refer to his library in the 
He did not 
claim depreciation in respect of such 
11949] T.A.B.C. 163 — 


performance of his duties. 





property prior to 1942, asserting that he 
was unaware of his right thereto, but in 
1942, 1943, and 1944 he claimed and 
was allowed a deduction for depreciation 
at the rate of 10% on the above-stated 
values. (During these years he was in 
receipt of certain other income from 
royalties on law books which he had 
written.) In 1945 and 1946 his claim 
for depreciation was rejected. The no- 
tice of assessment for 1946 rejected the 
claim in the following words, ‘Add de- 
preciation on law library not deductible 
from a fixed salary — $130". Anger 
filed a notice of objection, and the Min- 
ister confirmed the assessment ‘‘on the 
ground that depreciation on the library 
was not deductible . . . in accordance 


9] 
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with the provisions of IWTA sec. 6(1) 
(a) and (n)”. Anger appealed. 

Held (Mr. Fisher dissenting), the 
appeal must be allowed in respect of the 
depreciation of the law library but not 
of the office furniture, and the assessment 
remitted to the Minister for adjustment 
by allowing a deduction for depreciation 
on the law library for 1946 at the rate 
normally allowed on capital assets of 
that nature. 

Per Mr Graham (Mr Monet con- 
curring): The evidence established 
that Anger required to use and did use 
his library in the performance of his du- 
ties. Accordingly, in the absence of spe- 
cial provision in the Act, appellant 
would be entitled in accordance with ac- 
counting and business practice to an al- 
lowance for depreciation in the calcula- 
tion of his ‘annual net profit or gain” 
under a proper interpretation of IWTA 
sec. 3 defining income. 


The effect of IWTA sec. 6(1) (n), en- 
acted by 1940, c. 34, sec. 16, was to re- 
move the statutory right to an allowance 
and to give the Minister a double discre- 
tion, to wit: 1) to determine whether or 
not any depreciation shall be allowed, 
and 2) if allowed, in what amount. In 
exercising these discretionary powers the 
Minister is bound to do so according to 
proper legal principles [Wrights’ Cana- 
dian Ropes Ltd. v. MNR (P.C.) [1947] 
C.T.C. 1, followed]. Here the evidence 
indicated that the only reason present to 
the mind of the Minister at the time of 
rejecting appellant’s claim was that the 
claim was affected by the provisions of 
IWTA sec. 6(1)(a), which deals with 
expenditures “wholly, exclusively and 
necessarily” laid out to earn the income, 
which provision is inapplicable to depre- 
ciation allowances, and suggests that the 
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Minister took the erroneous view that 
salary paid is net in itself for income tax 
purposes and is not subject to deduction 
of the costs of earning it [In re Salary 
of Lieut.-Governors [1931] Ex.C.R. 232, 
disapproved; ‘Samson v. MNR [1943] 
C.T.C. 47, followed]. The Minister, 
therefore, did not exercise his discretion 
according to sound legal principles. 

While the Minister is under no duty 
to give reasons for exercising his discre- 
tion the Board has the right to examine 
the facts which were before the Minister 
and to pass judgment upon the sufficien- 
cy in law of those facts [Fraser (D.R.) 
& Co. v. MNR [1948] C.T.C. 297; 
Wrights’ Can. Ropes Ltd. v. MNR, supra, 
applied; Pure Spring Co. v. MNR [1946] 
C.T.C. 169, discussed and not applied]. 
Here, the notices of assessment and of 
confirmation in fact disclose the reasons 
which motivated the Minister in exer- 
cising his discretion, and as these reasons 
were unsound the appeal must be allow- 
ed. 

As the matters had been fought out be- 
fore the Board, the assessment should 
not be merely remitted to the Minister 
for re-assessment, but remitted with a 
direction that he allow a deduction for 
depreciation on the law library for 1946 
at such rate as is normally allowed on 
capital assets of that nature [Wrights’ 
Can. Ropes Ltd. v. MNR, supra, follow- 
ed]. 

As to the office furniture, Anger did 
not use the furniture in his employment, 
and hence was not entitled to a de- 
preciation allowance therefor. 

In the course of his judgment, Mr. 
Graham made the following comment: 


In his argument, counsel for the Min- 
ister took the ground that sec. 6(1) (a) 
had no application and that the appeal 
was governed by the provisions of sec. 
6(1) (nm), and that the reason for the dis- 
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allowance was that the law library was not 
required by the appellant in the earning of 
his salaried income. This, however, was 
the first occasion on which this ground was 
raised. It was not supported by any evi- 
dence and was raised long after the min- 
isterial discretion had been exercised. 

I may point out that, had the appellant 
an opportunity of laying the facts before 
the Minister, and if, after proper consider- 
ation of these facts, the Minister had stat- 
ed the reason on which he exercised the 
discretionary power in sec. 6(1)(n) to be 
that the law library was not required by 
the appellant in the earning of the income, 
then I would have some doubt as to whe- 
ther this Board would have the right to 
disturb such a finding. The decision is his 
under the provisions of the Act and it 
might well be argued that this Board 
would have no right to disturb that de- 
cision, even though it might differ in the 
conclusions reached, since in so deciding 
the Minister would violate no sound legal 
principle. 


Per Mr. Fisher, dissenting: Under 
IWTA sec. 6(1)(b) and sec. 6(1)(n) 


[1949} 


a taxpayer is not entitled to an allowance 
for depreciation as of right, but only as 
an exception in the exercise of a discre- 
tion to allow it. Accordingly when no 
deduction for depreciation is made, it 
cannot be said that it has been refused in 
the exercise of the Minister’s discretion; 
it is the statute which disallows it, and in 
such case there is no exercise of discre- 
tion for the Board to review. However, 
if the Board is entitled to review the facts 
upon which the Minister decided not to 
exercise his discretion, the facts that the 
books were bought over a long period, 
that no depreciation was claimed in res- 
pect of them for many years although 
they were in use, that it was not a term 
of Anger’s employment that he supply 
his own library, etc., did not suggest that 
the Minister was wrong in refusing to 
exercise his discretion. 


Appeal allowed 


A. and A. v. Minister of National Revenue ' 


(Income Tax Appeal Board, Hon. R. T. Graham, Chairman, F. Monet Esq., K.C. 
and W. S. Fisher Esq., K.C., August 24, 1949) 


Income Tax — Allowances for support of wife and wholly dependent children 

— “Support”, “Wholly Dependent” — Meaning of — Oral agreement between 

husband and wife — Validity of — IWTA (1946) Sch. I, Para. A sec. 1, r. 2; 
sec. 2, rr. 3, 6 


In the year 1946 A. and his wife lived 
together with their three small children 
in a house owned by the wife (jointly 
with her sister). The wife also owned 
the furniture in the house. A. and his 
wife each had income of about $4,000 
for the year, the wife’s income not be- 
ing earned income. By a verbal agree- 
ment in 1945, made solely for the purpose 
of reducing the income tax payable by 
A. and his wife, it was agreed that two 
of the children should be wholly depen- 
dent on A. for support and that the 
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third child should be wholly dependent 
on A.'s wife for support. During the 
year A. paid his wife $2,000, which 
sum, together with $670 of her own, she 
spent on food, clothing, entertainment, 
and insurance, for the whole family with- 
out differentiation between the various 
members. 
500 of her own money on repairs to the 
house, fuel, telephone, hydro and gar- 
dening service, and for taxes and water 
rates. Both A. and his wife contended 
(1) that neither was ‘a married person 
who supported his spouse’ within the 


The wife expended some $1,- 
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meaning of IWTA (1946) Sch. I, 
Para. A sec. 1, r. 1(a) and sec. 2, rf. 
3(a) (if such description did apply, each 
would be disentitled to the higher allow- 
ances by virtue of sec. 1, r. 2 and sec. 2, 
r. 6), and (2) that each was “a person 
with a son or daughter wholly dependent 
upon him for support’ within the mean- 
ing of sec. 1, r. 1(b) and sec. 2, r. 3(b) 
and therefore entitled to the higher al- 
lowances therein provided. The Revenue 
rejected this contention and accorded 
each the minimum allowance. A. and 
his wife appealed. 

Held, both appeals must be dismissed 

(Mr. Monet dissenting). 

(1) A. did not support his wife (per 
Messrs. Graham and Monet; secus 
Mr. Fisher). 

(2) A. did not have a child wholly de- 
pendent upon him for support (per 
Messrs. Graham and Fisher; secus 
Mr. Monet). [Johnson v. MNR 
[1948] C.T.C. 195, discussed and 
applied } 

The members of the Court assigned 
similar reasons in disposing of the wife's 


appeal. 

Per Hon. Mr. Graham: (1) Whether or 
not the oral agreement was valid in law 
(semble, it was a mere understanding), 
the evidence established that the wife 
contributed something more than the 
husband to the support of the family 
and that she contributed sufficient to sup- 
port herself. Therefore the husband 
did not support his wife within the mean- 
ing of the rules. (2) Whether or not 
the husband had a child wholly depen- 
dent upon him for support must be de- 
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termined by reference to the facts. Here 
the children were in fact wholly depen- 
dent for support upon funds supplied 
by both parents, and hence were not 
wholly dependent for support upon either 
parent alone. 


Per Mr. Fisher: (1) Properly con- 
strued, the legislation does not require 
complete support of a spouse. Partial 
support or a contribution towards sup- 
port of the spouse is sufficient. On the 
evidence, therefore, the husband sup- 
ported his spouse and was accordingly, 
in view of the wife’s income exceeding 
$660, disentitled to the higher allow- 
ances. (2) The criminal law imposes 
an obligation on both parents to provide 
the necessities of life to their infant chil- 
dren (Cr. Code sec. 241), and no agree- 
ment between the parents can affect this 
obligation. Therefore the children were 
not dependent for support upon their fa- 
ther alone either in law or, on the evi- 
dence, in fact. 


Per Mr. Monet: (1) Inasmuch as hus- 
band and wife contributed equally to the 
support of the family it could not be 
said that A. did in fact support his wife. 
(2) Infant children are normally depen- 
dent upon their parents for support, as 
was the case here; the agreement between 
the parents dividing such responsibility 
between them was valid and adequately 
proved, and the evidence was sufficient to 
establish that the husband did wholly 
support two of the children; he con- 
tributed more to the common fund than 
was required for his own needs. To re- 
quire more proof would render the law 
inoperative. 

Appeal dismissed 
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Bergart v. Minister of National Revenue‘ 


(Income Tax Appeal Board, Hon. R. T. Graham, Chairman, F. Monet Esq., K.C. 
and W. S. Fisher Esq., K.C., September 26, 1949) 


Income Tax — Husband and wife — Allowances — Spouse receiving veterans’ 
educational grant — Not subject to taxation — Whether “income” — Computa- 
tion of allowance — IWTA (1947) sec. 5(3) 


On January 26, 1947, the appellant, 
Mrs. Bergart, married an ex-serviceman 
who was employed as a clerk in a law 
office during 1947 while attending law 
school. She had income of some $1,650 
for 1947, being her salary as a secretary. 
Her husband received $315 salary from 
his employer for the year and $720 as 
an educational grant from the Dominion 
Government under the provisions of the 
Veterans Rehabilitation Act, 1945, c. 35. 
Appellant was assessed as a person en- 
titled to an allowance of $750 only under 
IWTA (1947) sec. 5(3)(c) on the 
ground that her husband had an income 
of more than $750 for the year. Ap- 
pellant appealed contending that the edu- 
cational grant of $720 received by her 
husband was not income of her husband 
within the meaning of IWTA sec. 3 and 
that accordingly she was entitled to the 
higher allowance authorised by IWTA 
sec. 5(1)(a) which applies where the 
spouse’s income does not exceed $750. 
She also contended that, in calculating 
the allowance, only the portion of the 
$315 earned by her husband after the 
marriage should be considered. 

The Veterans Rehabilitation Act pro- 
vides, inter alia, that the Minister “may 
promote the rehabilitation of Canadian 
active service war veterans pursuing 
courses of training by making them al- 
lowances (sec. 3). To qualify for the 
allowance a veteran is required to com- 
mence his course within a prescribed 
period after discharge from the services 
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(sec. 8), and the period during which 
the allowances are payable shall not ex- 
ceed the veteran’s period of service ex- 
cept where the Minister is of the opinion 
that it is in the interest of the veteran 
and in the public interest to extend the 


period. 


Section 14 provides: “No allowance 
paid under secs. 7, 8, or 9 of this Act 
shall be subject to taxation”’. 


Held, (1) the educational grant was in- 
come of the husband within the meaning 
of IWTA sec. 3 (secus Mr Graham), 
and (2) in calculating the appellant's al- 
lowance under sec. 5(3) the income of 
her husband for the whole year must be 
taken into account, not merely for the 
part of the year subsequent to the mar- 
riage (per curiam). The appeal must 
therefore be dismissed (Mr Graham dis- 
senting in part). 


Inasmuch as grants made under the 
Veterans Rehabilitation Act are restricted 
to veterans (per Monet and Fisher), are 
directly related to services rendered by 
the veterans in the armed forces (per 
Monet and Fisher), are limited in dura- 
tion by the length of service, save in ex- 
ceptional cases (per Monet), and, in the 
case of educational grants, are to be used 
for the living expenses of the recipient 
(per Fisher), they are income within the 
meaning of IWTA sec. 3: they consti- 
tute an advantage, benefit or gain to the 
recipient by reason of services rendered 
(per Monet): under IWTA sec. 3 “in- 
come” includes ‘‘personal and living ex- 
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penses” (sec. 3(1)(e)) and living al- 
lowances received in connexion with an 
employment (sec. 3(4)), and these and 
other provisions show that the whole 
scope and intent of the Act is to include 
such allowances as income (per Fisher). 
The declaration in sec. 14 that the al- 
lowances under sec. 7, 8, and 9, are tax- 
free, which would be unnecessary if such 
allowances are not income, shows that 
Parliament regarded them as income 
(per Monet and Fisher). ; 

Per Mr. Graham, dissenting: The bene- 
fits in question do not arise in connection 
with the veteran’s service in the forces, 
but were granted by Parliament in the 
interest of the public as well as of the 
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veteran recipients. The educational 
grant is in the nature of a subsidy to vet- 
erans, a capital grant made to further a 
national purpose; such a grant is not a 
profit or gain associated with a trade, 
business or calling, nor a profit or gain 
from any other source; neither is it a gra- 
tuity. The fact that a recipient may 
spend a portion of the grant for living 
expenses is irrelevant, the character of 
the grant for income tax purposes being 
determined by its nature when received, 
not when expended. [Saint John Dry- 
dock and Shipbuilding Co. v. MNR 
[1944] C.T.C. 106; Nizam’s Guaran- 
teed Ry. v. Wyatt, 2 T.C. 584, applied} 

Appeal dismissed 


Desgagne v. Minister of National Revenue ' 


(Income Tax Appeal Board, Hon. R. T. Graham, Chairman, F. Monet Esq., K.C. 
and W. S. Fisher Esq., K.C., Oct. 13, 1949) 


Income Tax — Deductions from salary — School inspector — Office, secretarial 

and telephone expense — No rent paid for office — Depreciation on furniture — 

Necessity for expenditures — Remission of depreciation claim to Minister — 
IWTA (1946), sec. 6(1)(a) and (n) 


Desgagne was employed as a provin- 
cial inspector of schools in 1946 at an 
annual salary of $2800. In reporting 
his income for the year he claimed de- 
ductions from his salary of the following 
amounts: (1) $144 for office premises 
utilised by him in his own house; (2) 
$52 for maintenance of the office; (3) 
$32 for a telephone located in his office; 
(4) $200 for stenographic service; (5) 
$30 for depreciation allowance on office 
furniture and equipment at 10% of cost. 
The Revenue rejected the deductions 
claimed on the ground that they were 
not wholly, exclusively and necessarily 
laid out or expended for the purpose of 
earning the income within the meaning 
of IWTA (1946) sec. 6(1)(a). Des- 
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gagne appealed. Under the Quebec 
Education Act and the relevant regula- 
tions a school inspector was required to 
perform numerous duties involving trav- 
ling and communicating with various 
persons, and considerable clerical work. 
The Board found on the evidence that 
the maintenance of an office and tele- 
phone service and the employment of a 
secretary were necessary in the proper 
performance of Desgagne’s duties, and 
also that his employer expected him to 
have an office and telephone and to, em- 
ploy a secretary and that the expenses 
incidental thereto were taken into account 
in fixing his salary. 
Held, (1) the expenses incurred by ap- 
pellant in maintaining an office and tele- 
phone and in employing a secretary were 
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wholly, exclusively and necessarily laid 
out in the performance of his duties and 
for the purpose of earning his income, 
and the deductions claimed therefor must 
be allowed. 

(2) Inasmuch as the office premises 
were a part of his own house and appel- 
lant did not actually pay any rent there- 
for, no deduction was allowable in re- 
spect thereof. 

(3) It appearing that the Minister 
did not previously deal with the claim 
for depreciation allowance, this claim 
must be remitted to the Minister to be 
dealt with by him at his discretion under 
the provisions of IWTA (1946) sec. 6 
(1) (n). 

Per Mr. Monet (Mr. Graham concur- 
ring): “I hold that the question as to 
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whether an outlay or an expense was 
laid out wholly, exclusively and necessar- 
ily for the purpose of earning the in- 
come is determined entirely by the facts 
particular to each case . . . I am satis- 
fied that the evidence given by the ap- 
pellant clearly shows the necessity for 
him to incur the expenses enumerated in 
order to retain his position and, conse- 
quently, for the purpose of earning his 
income. 
Per Mr. Fisher: This case is distinguish- 
able from Morley v. MNR_ [1949] 
T.A.B.C. 81 per Fisher at p. 88, [1949] 
Tax Rev. 119, since Desgagne’s employer 
definitely indicated to him that it would 
be necessary for him to engage a secre- 
tary and furnish an office. 

Appeal allowed in part 


A. S. Herrmann Ltd. v. Minister of National Revenue! 


(Income Tax Appeal Board, Hon. R. T. Graham, Chairman, F. Monet Esq., K.C. 
and W. S. Fisher Esq., K.C., October 13, 1949) 


Income tax — Trading company — Entertainment expenses — Proof of making 
— Custom of trade — Whether amount reasonable — Evidence — IWTA (1946) 
sec. 6(1)(a) 


Appellant company carried on business 
in Canada as importers and wholesalers 
of household linens, cotton goods and 
other textile fabrics. Its gross sales in 
1946 amounted to $230,340 and its re- 
ported profit for the year $3,700 after 
deduction of $2,890 alleged to have been 
expended by the president of the com- 
pany in entertaining customers and mak- 
ing them Christmas gifts. The company 
was controlled by its president who was 
its principal shareholder and its sole 
sales agent, and he received substantial 
commissions from the company on sales. 
He was also president of a New York 
company in a similar line of business and 
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spent most of his time in that city. The 
entertainment consisted of theatre tickets, 
luncheons, and the like, and was done 
to gain the customers’ goodwill. Most of 
the expenditures were made in New York 
when Canadian customers went there on 
trips, and there were of course no vouch- 
ers therefor. The president made the 
payments out of his own funds, was re- 
imbursed by the New York company in 
U.S. funds and the appellant company 
in turn reimbursed the New York com- 
pany by remitting U.S. funds, this pro- 
cedure being necessary because of Cana- 
dian Foreign Exchange Regulations. The 
numerous expenditures making up the 
total were not individually entered in the 
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company’s books, but were usually lump- 
ed together in larger amounts. Evidence 
was given by a chartered accountant that 
the entertainment of customers and the 
giving of Christmas gifts was an almost 
universal practice among companies in 
the same line of trade and that the ratio 
of the expenditures made to gross sales 
(1.4%) was not excessive. The Revenue 
disallowed $2416 of the amount claimed, 
being the whole of the moneys alleged 
to have been expended in New York, 
and allowed a deduction for entertain- 
ment expense of $476, which was the 
exact amount expended for such purpose 
in Canada. The company appealed 
against the disallowance of $2416. The 
Minister confirmed the disallowance on 
the sole ground that the expenditure was 
barred from deduction by IWTA sec. 6 
(1) (a) as being an “expense not wholly, 
exclusively and necessarily laid out for 
the purpose of earning the income”. He 


did not invoke his discretionary power 
under IWTA sec. 6(2) to disallow an 
expense as being in excess of what is 
reasonable or normal for the business 
carried on. The company appealed. 


Held (Mr Fisher dissenting), the evi- 
dence sufficiently established that the 
expenditures were made and that they 
were wholly, exclusively and necessarily 
laid out for the purpose of earning the 
income; and the appeal must be allowed. 
Per Mr Graham: Notwithstanding the 
absence of vouchers or other documen- 
tary proof of the making of the expendi- 
tures, it still remains purely a question 
of fact as to whether the expenditures 
were actually made and if they were, as 
claimed, wholly, necessarily and exclus- 
ively made for the purpose of earning 
the income. In view of the uncontra- 
dicted evidence of the company’s presi- 
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dent as to the making of the expendi- 
tures and the expert testimony as to the 
custom of the trade, the appellant has 
made out his case and substantiated the 
essential fact that the expenditures enum- 
erated were wholly, exclusively and neces- 
sarily expended for the purpose of earn- 
ing the income, and these should, there- 
fore, have been allowed as a deduction. 
Per Mr Monet: The question whether 
an expenditure was made wholly, exclus- 
ively and necessarily for the purpose of 
earning the income must be decided by 
reference to the facts of each case, and 
in reaching a decision, the nature of the 
trade, the amount expended in relation 
to the gross receipts, the nature of the 
expenses, the reason for the expenses, by 
and for whom they are made, are all 
criteria by which the Court can be guided. 
In this case, the evidence establishes that 
it is the custom of the trade to make 
the expenditures made by appellant com- 
pany, that the amount was very small, 
that it was made for the purpose of re- 
taining the company’s goodwill, that they 
were made by the president: in short, 
that they were made for the purpose 
of promoting sales and therefore earn- 
ing more income for the company 
| Dom. Natural Gas Co. v. MNR [1940] 
Ex:C.R.. 9; per Maclean P. at p- 14, ap- 
plied]. 

Per Mr. Fisher, dissenting: In view of 
the fact that the company’s president, 
who made the expenditures, was its con- 
trolling shareholder and received sub- 
stantial remuneration from the company 
by way of commissions on sales, the ratio 
of the expenditures to gross sales is not 
the proper criterion for determining 
whether or not the expenditures were 
made ‘“‘wholly, exclusively and necessar- 
ily” to earn the income: they were ex- 
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cessively high in relation to the com- 
pany’s profit. It was not established that 
the expenditures, customary though they 
might be in the trade, were necessary 
to earn the income. The burden of proof 
rests on the appellant, and not only 
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should it have been proved that these 
expenses were incurred for customers of 
the company but also that they were not 
incurred for any other reason, such as 
personal friendship of its chief share- 
holder and sole agent. 


Appeal allowed 
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on rising office costs 


OO OFTEN the difference between “break 

even” and “broke” can be traced to inade- 
quate and antiquated figuring, accounting and 
tatistical machines in the office. Time and 
fort are wasted. Overtime mounts. Tempo- 
tary help proves a costly stop-gap, and sound 
dgment is penalized by the lack of up-to- 
date facts and figures. 


There’s one sure answer to this situation— 
Burroughs business machines. They're fast, 
fexible and efficient .. . built to lend speed and 
accuracy to every phase of figuring, account- 
ing and statistical work. Each model, from 
the simplest adding machine to big account- 


ing machines that practically “think for them- 
selves,” reflects Burroughs unmatched expe- 
rience in meeting business needs. 


You can streamline the figure-work of your 
business ... stop rising costs and give prog- 
ress the go-ahead ... with the right Burroughs 
machines. Call your local Burroughs office 
today, or write to Burroughs Adding Machine 
of Canada, Limited, Windsor, Ontario. 


WHEREVER THERE’S BUSINESS THERE’S 


Burroughs 
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Chartered Accountants of Ontario for two years. 

Excellent references from the Institute Council and all previous employers 


and business associates. 


Good general accounting training and experience. 


E. Duke Scott, 157 Lawrence Ave. East, Toronto. Phone HYland 8398 


PURCHASE OF PRACTICE 

Chartered accountant presently prac- 
tising in Toronto desires to purchase 
whole or part of practice from retiring 
accountant in Toronto or vicinity. Call 
ELgin 1825 or reply Box 103, The Can- 
adian Chartered Accountant, 10 Ade- 
laide St. E., Toronto, Ont. 


BRANCH CONTROLLER 
Manufacturing company with several 
branches in Canada invites applications 
from suitable candidates for position of 
branch controller in Ontario. Position 


requires the exercise of considerable ad- 
ministrative and executive ability as 


well as technical knowledge. Reply 
giving qualifications, experience, age, 
references and salary required to Box 
104, The Canadian Chartered Account- 
ant, 10 Adelaide St. E., Toronto, Ont. 


CHARTERED ACCOUNTANT 
AVAILABLE 

Bachelor of Commerce, aged 30, with 
diversified experience, desires appoint- 
ment as comptroller, or other respon- 
sible executive position. Highest ref- 
erences on request. Replies confiden- 
tial. Apply Box 107, The Canadian 
Chartered Accountant, 10 Adelaide St. 
E., Toronto, Ont. 


YOUNG CHARTERED 
ACCOUNTANT 

With small practice, employing one 
student, desires association with larger 
firm of practising chartered account- 
ants. Reply Box 106, The Canadian 
Chartered Accountant, 10 Adelaide St. 
E., Toronto, Ont. 


Questions and Concise 
Answers 


AUDITING & THEORY 
By L. MARDER, LL.B., C.P.A. 


is designed for the final review, that 
period before the examination when 
voluminous texts contribute little but 
worry and confusion. It will teach the 
C.A. candidate to answer questions in 
a style preferred by Examiners — 
briefly and to the point, 
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COMMENT AND OPINION 


Congratulations to a Contemporary 

oo with the diffidence of youth 

it gives us more than usual pleasure 
to extend our congratulations to our Brit- 
ish contemporary, The Accountant, which 
last month celebrated its 75th annivers- 
ary. (The Canadian Chartered Account- 
ant celebrated its 38th birthday last July.) 
Though we do not suppose that The Ac- 
countant has a large subscription list in 
this country, there must be few char- 
tered accountants who are not acquainted 
with it and who do not esteem it for its 
excellence. 


The first number of the British maga- 
zine was published in 1874, when Can- 
ada had been but seven years a nation. 
Then the accounting profession was non- 
existent here, and in the bordering re- 
public as well. What vast incalculable 
changes have transpired in the interven- 
ing years! Perhaps it is not the most 
significant of these, but where there were 
none in 1874 today there are 3684 char- 
tered accountants in this Dominion and 
3336 neophytes of the order. A like 
development has taken place in Britain, 
the United States and in the British Do- 
minions. It seems certain that three- 
quarters of a century hence the figures 
will be almost equally remarkable in re- 
lation to those of today. We trust that 
at that time the editor of a 113-year-old 
Canadian Chartered Accountant will, as 
we are confident that he will, have as 
much pleasure as we do now in ex- 
tending congratulations to our British 
contemporary. 


Press Relations 

Ov OF THE more interesting fea- 

tures of the formal annual meetings 
of our provincial Institutes and of our 
Association is the entirely unrehearsed 
discussion which comes up perennially 
under the heading of ‘New Business’’ 
and which is usually introduced as ‘‘Pub- 
lic Relations” but which, more properly 
we feel, could be termed “Press Rela- 
tions” or ‘““What have they been up to 
this year?”’. 

With a most serious demeanour, our 
members inquire on the fate of the news- 
paper (sometimes they even wish the 
name of the reporter) which, in its Police 
Court news one day, intimated that So- 
and-So, a chartered accountant, was ar- 
raigned and remanded on a charge of car 
theft. They had bombarded the Institute 
or Association office with telephone calls 
and the secretary undertook to do some- 
thing about it. He had, too, he had 
looked up the list of members and 
spoken to someone on the paper about 
it. But either no retraction had been 
made or it was buried close to the classi- 
fied advertisements and it is a terrible 
state of affairs. Surely we should do 
something to ensure that no reporter 
would presume to use the term “char- 
tered accountant’ until he had checked 
to see that the accused was, in fact, a 
member of our club and had paid his 
dues up to date in full. 

It seems to us that, if a culprit describes 
himself as a chartered accountant, it is 
more than likely that he is one. Most 
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of us, we feel sure, could give a false 
name and address more easily than we 
could give a false description of our 
place in the community. Of course, there 
is the point that it is relatively unlikely 
that any of us would be caught at our 
crime and perhaps, for that reason, re- 
porters should be doubly careful in using 
our professional title. But the fact is 
that, if we are caught, that is far more 
newsworthy than what we were caught 
at, so perhaps one can forgive the re- 
porter in his enthusiasm. 

Now, we think that all this suggests 
that we are becoming too insular and 
that professional people must be com- 
pletely lacking in a sense of humour, 
or even of proportion, if they carry these 
things too far. Surely we should be 
proud if the man, who cannot be ex- 
pected to know very much about us, feels 
that a rogue of distinction is a chartered 
accountant, or similarly we feel that what 
we need, on occasion, is a man who 
thinks like an engineer even if, for some 
reason or other, he is not eligible to join 
their particular club. Let us not be too 
childish about these things. 

But what brought all this on, and why 
we think we must raise an eyebrow in 
this magazine is just the sort of thing 
we have been talking about and a case 
which simply cannot be shrugged off by 
appealing to one’s sense of humour. 
Columnists are, from our point of view, 
much more dangerous than ordinary re- 
porters, because, when one calls up a 
newspaper about what they say, one is 
told ‘““We have no control over them — 
we just ave to buy what they write”. 
Of course, one can speak to a columnist 
oneself much more easily than one can 
find out who the reporter was — but in 
our experience we always come off sec- 
ond-best in an engagement of that type. 








The Canadian Chartered Accountant, November, 1949 





Particularly do we come off badly when 
the columnist is a lady, who writes for 
the eyes of ladies, but who has a large 
masculine following. We confess that 
we read Lotta Dempsey’s columns in the 
Globe and Mail — if it were not so, this 
comment would not have been written. 


It just happens that one of our mem- 
bers is a prominent executive of a trade 
association of footwear manufacturers 
and he was interviewed and described 
recently by Miss Dempsey. We are not 
particularly concerned about what she 
said about him except to the extent that 
she included all the rest of us in a 
rather ambiguous but very sweeping 
statement. 

A man with your feet [ED. NOTE — 
she is talking to ladies!] very definitely on 
his mind, in spite of his urbane charm 
and his background as a chartered ac- 
countant, Mr. X has a tendency to let his 
keen brown eyes drop automatically to 
your pedal extremities before you have 
been long in his company. 

Now we ask you — is there anything 
in our curriculum which suggests that 
we should not be keen appraisers? On 
the contrary, we are exhorted to be con- 
tinually taking stock to see that the goods 
do in fact exist. It was perfectly natural 
for Mr. X to make sure that Miss Demp- 
sey was properly shod in his presence. 
To do otherwise would have shown a 
weakness in his training as a chartered 
accountant. Miss Dempsey should know 
that our piercing eyes are the result of 
long years of training and practical ex- 
perience. They are an attribute of our 
profession and one of which we are very 
proud. 

The problem is still with us and we in- 
vite comment on what should be done 
about it. Incidentally, why is it that a 
reporter rarely is newsworthy? 


oo a ie ae ae 


Principles and Practice 


Of Income Taxation in the United States 


By P. F. Brundage, C.P.A. 


(President, American Institute of Accountants) 


An address delivered at the 
47th Annual Meeting of the D.A.C.A. 





CONSTITUTIONAL PROBLEMS 


HE CONSTITUTION of the United 
States is the basic or organic law of 
our country. Congress and the separ- 
ate States of the Union may not legis- 
late to contravene the spirit of the Con- 
stitution, i.e., the legislative product 
must pass the test of constitutionality 
before it can be legally binding. 
Originally the Constitution permit- 
ted the imposition of direct taxes only 
by way of apportionment among the 
separate States according to their pop- 
ulation. In 1894 Congress deemed it 
necessary to tap additional sources of 
revenue, namely the income derived 
from real estate and from State and 
municipal bonds. The statute impos- 
ing the tax was immediately attacked 
and the Supreme Court! held that it 
was unconstitutional on the ground 
that the principle of apportionment, 
which had been one of the compro- 
mises that made the adoption of the 
Constitution possible, had not been in- 
corporated in the taxing statute. The 
decision undoubtedly surprised the 
government because the same court 


1Pollock vy. Farmers Loan and Trust Com- 
pany, 157 U.S. 429 (1895), 158 U.S. 601. 


earlier had held the first U. S. income 
tax Acts, passed during the Civil War 
period, to be constitutional on the 
ground that the income tax was not a 
direct tax but more in the category of 
an excise or duty which did not re- 
quire apportionment.” 

In the early 1890’s there was eco- 
nomic panic in the air, there was labor 
violence, and many feared (a fear ex- 
pressed by taxpayer’s counsel in his ar- 
gument before the Supreme Court) 
that the imposition of an income tax 
was a long step in the direction of 
socialism and communism. The court’s 
opinion does not indicate whether it 
was swayed by the cries of socialism 
and communism, but it held the statute 
to be unconstitutional by a vote of 5 
to 4. 

The growth in importance of corpora- 
tions and the increase of business income 
during the prosperous period that fol- 
lowed the recovery from the panic of 
1893 led to renewed demands for in- 
come taxation. 

In 1909 the Congress, under pressure 


2Spring vy. United States, 102 U.S. 586 
(1880). 
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from President Taft, took two steps: 
first, it enacted a law imposing an excise 
tax on corporations measured by income; 
second, it approved a constitutional 
amendment authorizing direct levies upon 
income which became effective on Feb- 
ruary 3, 1913 when its ratification by 
the necessary thirty-six states was com- 
pleted. In the meantime the constitu- 
tionality of the corporation excise tax 
had been upheld by the Supreme Court. 


This history illustrates the element of 
flexibility of our constitutional law, the 
flexibility in the interpretive views of the 
constitution as expressed by succeeding 
generations of the justices of the Su- 
preme Court, colored to some degree by 
changes in political and economic think- 
ing. At a still later date the Court went 
so far as to uphold the constitutionality 
of excise taxes on gifts which the court 
of 1894 would doubtless have held to 
be unconstitutional. 


What Is Income? 

The question, what may be taxed as 
income, also raises constitutional issues. 
The Supreme Court has held that the 
word “income” in the amendment must 
be interpreted in the light of common 
usage. It has defined income as the 
gain derived from capital, from labor, 
or from both combined. It has expressly 
held that this definition includes capital 
gains. It has held that gains that repre- 
sent realization of a value existing when 
the amendment came into effect cannot 
be taxed under it. The Court has held 
that laws which tax income from mining 
operations either without any, or with 
only restricted, allowance for depletion 
are constitutional. It has, however, in 
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general held that all costs necessarily in- 
curred in securing revenues must be de- 
ducted therefrom before there can be 
said to be anything that is taxable as 
income. It has held that common stock 
dividends on common stock are not in- 
come. Outside the field of business in- 
come, it has held that the interest on 
obligations of states and political sub- 
divisions thereof may not be taxed by the 
Federal Government. 


In 1909 grave doubt was entertained 
whether any sum could be taxed as in- 
come which had not been realized in 
cash. For this reason, the excise tax 
law of that year was levied nominally 
on a cash basis though, in practice, the 
regulations permitted the determination 
of corporate income by the usual busi- 
ness methods. Later the view came to 
prevail that income might be taxed when 
realized in “cash or its equivalent’. 


Legislative Provisions 


The first federal income tax law under 
the constitutional amendment was adopt- 
ed in October 1913 and made retroactive- 
ly effective as of March 1, 1913, that 
being the first day of the month preced- 
ing that in which the constitutional 
amendment became effective. The date, 
March 1, 1913, still has an important 
place in our tax system. On our entry 
into the first World War, greatly in- 
creased taxation became necessary. The 
Income Tax Act of 1918 was drawn up 
with great care by a remarkable group 
of experts (lawyers, economists and ac- 
countants) attached to the Treasury and 
cooperating with Congressional commit- 
tees. It may be regarded as the founda- 
tion of our present law. 


I. TAXATION OF CORPORATE INCOME 


To accountants, the most important 
feature of the law and regulations there- 
under were the provisions that normally 
income should be determined in accord- 
ance with the methods of accounting 


commonly employed by the taxpayer, or 
if those methods were regarded as un- 
acceptable, by standard accounting prac- 
tices. The provisions then enacted re- 
main substantially unchanged. A large 














part of the problem of determining tax- 
able business income has arisen from the 
conflict between this general rule and 
specific provisions of the law dealing 
with elements in the determination of 
business income. 

In 1939 all the laws of a general and 
permanent character, relating exclusively 
to internal revenue that were in force 
on January 2, 1939, were codified and 
enacted by Congress as the Internal 
Revenue Code. This code has been 
amended periodically since 1939 by so- 
called “revenue Acts” or other Congress- 
ional Acts and resolutions. 

The unity of the conception of income 
under our tax law has been impaired by 
the introduction into the law of many 
relief or incentive provisions. It is not 
always possible to distinguish between 
allowable deductions of this type and 
those that are deemed to be necessary 
in the determination of income. An 
illustration is afforded by the treatment 
of mining depletion. As has already 
been pointed out, some of the earlier 
laws made either no such allowance or 
one that was quite inadequate. Today 
the provisions have become liberal and 
must be regarded as in part incentive al- 
lowances. 


Application of Accounting Principles 


We all realize, of course, that account- 
ants are not always in agreement as to 
what constitutes income from an account- 
ing concept. The Treasury Department, 
however, avoids disputes on such ques- 
tions, except where they involve well- 
defined judicial distinctions. It is gen- 
erally satisfied to accept the accountant’s 
determination of accounting income, as 
long as the principles in any given case 
have been consistently applied from year 
to year. An example in point is the 


valuation of inventories of work in pro- 
cess and finished goods where, for in- 
stance, accountants often cannot agree as 
to the number and amount of the cost 
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stitute of Accountants in 1921, 
Mr. Percival F. Brundage, C.P.A., 
was elected president of that body 
in September, 1948. He is senior 
partner in Price, Waterhouse & 
Co., New York, and is also a di- 
rector of the National Bureau of 
Economic Research. 





ingredients to be included in the valua- 
tion. Although rules for the valuation 
of inventories are set forth in the Treas- 
uty Department’s regulations, compara- 
tively little work is done by the exam- 
ing revenue agent in verifying this im- 
portant item on the return. His concern 
is usually with the question of consis- 
tency. The taxpayer's financial  state- 
ments and report of the independent 
public accountant are of considerable 
help to him in this respect as indicating 
any major inconsistencies between the 
current year’s and the previous year's 
valuation. An unqualified certificate is 
evidence that accounting principles have 
been consistently applied. Consistency in 
the application of accounting methods, 
from one period to another, is a very 
important requisite in the field of income 
taxation. Any change in method or 
period requires the prior consent of the 
Commissioner of Internal Revenue. The 
failure to obtain the necessary permission 
to change may result in costly adjust- 
ments of taxable income in a subsequent 
year when it may be too late under the 
statute of limitations to carry the Com- 
missioner’s adjustments back to the year 
in which the inconsistency arose. 


Differences From U.S.A. 

(a) Capital gains and losses — Gen- 
erally speaking, net gains from the sale 
or exchange of property other than in- 
ventories are taxed at a 25% rate. How- 
ever, if real property or depreciable as- 
sets used in the business are sold, and the 
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net result of such transactions is a loss, 
the loss need not be offset against other 
capital gains but can be claimed as an 
ordinary deduction. 


The basis of property is the depreciated 
cost but special rules to determine basis 
are provided where the property was ac- 
quired through non-taxable reorganiza- 
tion, gift, inheritance, or prior to March 
1, 1913. In the latter case, if the prop- 
erty is sold at a gain, March 1, 1913 is 
the basis, and if sold at a loss, cost is 
used. 

(b) Taxation of Dividends — Divi- 
dends paid by U. S. corporations are not 
allowed as deductions by the corpora- 
tions, but since they must be included 
in the recipients’ taxable income, the cor- 
porate earnings are in effect taxed twice. 
Corporations receiving dividends from 
domestic corporations are taxed only on 
15% of the dividend, but distributions 
from foreign corporations are taxed on 
the full amount. 


(c) Foreign tax credit — However, 
foreign taxes paid on dividends or other 
income from foreign sources can be 
claimed as credits against United States 
tax, and in the case of dividends from 
foreign subsidiaries, the tax paid by the 
foreign subsidiary may be claimed to the 
extent applicable to the dividend. You 
will notice that income of foreign sub- 
sidiaries located in countries having tax 
rates lower than the U. S. tax pay less 
over-all tax than income from domestic 
subsidiaries, due to the taxation of 15% 
of domestic dividends. 


Miscellaneous Income Items 


Interest on indebtedness of the States 
or local authorities is not taxable by the 
Federal Government, nor are the proceeds 
of life insurance even where a corpora- 
tion is the beneficiary. Amounts re- 
ceived from the authorities in settlements 
where property has been seized by the 
state under its power of eminent domain, 


if reinvested in similar property, are not 
subject to tax; likewise insurance pro- 
ceeds covering property destroyed are ex- 
empt if reinvested in similar property. 

Another item of current interest is the 
treatment of blocked funds. Such blocked 
foreign income need not be included in 
taxable income until received or availed 
of to pay the corporation’s liabilities. 


Miscellaneous Expense Items 


Somewhat similar to the Canadian law, 
expenses to be deductible must be incur- 
red in the trade or business and must be 
“ordinary and necessary’’ thereto. Cap- 
ital expenditures, naturally, are not de- 
ductible, and organization expense of a 
corporation is only allowed in the final 
return of a corporation. Bond discount 
and expenses must be written off over 
the term of the issue. Fines, penalties, 
or contributions to political parties are 
not allowable, but overceiling payments 
to suppliers are allowed as cost of mer- 
chandise. 


Reserves and Provisions 


It is common practice in tax litigation 
to say that reserves are not allowable as 
deductions in determining taxable in- 
come. The word “‘reserve’’ is ambiguous. 
As you are doubtless aware, the British 
Companies Act now distinguishes be- 
tween provisions and reserves, the form- 
er being necessary deductions in deter- 
mining income, and the latter appropria- 
tions of income. I believe the general 
intent of our income tax law is that pro- 
visions, as thus broadly defined, should 
be allowed as deductions but not reserves. 
Unfortunately, practice does not conform 
closely to such a rule. Thus a provision 
for bad debts is allowed by an express 
provision of law. In the early days there 
was a disposition to question the right 
to such a deduction. Those who recog- 
nized the unsoundness of the denial un- 
fortunately were compelled to secure a 
specific approval of the deduction in the 
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statute. The fact that the law dealt spe- 
cifically with this point has been inter- 
preted by many lawyers as implying that 
provisions of the same general type not 
so authorized are not allowable. 


Liquidation and Reorganization 


Liquidation of a corporation is treated 
as a sale or exchange, and the excess of 
the proceeds over basis is taxed to in- 
dividuals and corporate stockholders at 
capital gain rates. As you will apprec- 
iate, this treatment is more favorable to 
American individual stockholders than to 
Canadian, but more favorable to Cana- 
dian corporate stockholders than Amer- 
ican, since I understand the surplus of 
the Canadian corporation distributed is 
treated by Canadian corporate stockhold- 
ers as a dividend. 


Tax Free Reorganization 


The relationship between a business, 
the corporation that conducts it and the 
stockholders of the corporation give rise 
to difficult tax questions, one important 
class of which relates to the transfer of 
a business or its assets from one corpor- 
ation to another. Such a transfer may, 
or may not, involve any change of ef- 
fective ownership. Under early income 
tax law any such transfer gave rise to a 
recognizable gain or loss and the crea- 
tion of a new tax basis for the property 
which affected subsequent depreciation or 
other deductions. This rule could be 
applied to the disadvantage of the rev- 
enue in some cases and stood in the way 
of desirable transactions in others. To 
meet this situation the concept of the 
“tax free reorganization” was adopted. 


The basic idea is simple. A reorgan- 
ization of this type results in no recog- 
nizable gain or loss and no change of the 
“tax basis” of property. The practical 
application of the concept constitutes one 
of the most intricate problems of taxa- 
tion. It would be impossible to deal with 
it here and it would perhaps be super- 


fluous since the subject lies in the legal 
rather than the accounting part of tax 
determination. 


Consolidated Returns 


Consolidated returns were first re- 
quired by regulation under the Revenue 
Act of 1917, and by law under the Act 
of 1918. In later Acts the treatment has 
been varied. Today such returns are 
permitted, but the tax in that case is 
greater by 2% than where unconsolidated 
returns are made. 


Undistributed Income 


There are several provisions in the 
Code which for all practical purposes 
compel the distribution of earnings un- 
less the taxpayer is willing to pay a pen- 
alty tax. First, in the case of domestic 
personal holding companies a tax of 
75% may be assessed on the first $2,000 
of undistributed earnings and 85% on 
the balance. Briefly a personal holding 
company is a corporation 50% of whose 
stock is owned by or for not more than 
five individuals (partners and the mem- 
bers of a family are considered as one 
individual) and 80% of whose income 
is derived from dividends, interest, an- 
nuities, security and commodity futures 
transactions, personal service contracts, 
and rents and royalties equal to less than 
50% of the corporation's gross income. 
A corporation owned by a single share- 
holder and engaged in the business of 
manufacturing shoes, for example, is not 
subject to the tax if the portion of the 
gross income from the manufacturing 
business exceeds 20% of entire gross 
income. The tax is self-assessed and is 
computed roughly speaking on the net 
income after taxes, reduced by the divi- 
dends paid (not accrued) during the 
year. 


Section 102 Surtax 


The manufacturing corporation owned 
by the single shareholder, although it is 
not subject to the personal holding com- 
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pany tax, may, however, be subject to the 
section 102 tax (surtax on corporations 
improperly accumulating surplus) if the 
Treasury finds that the company was 
formed or availed of for the purpose of 
preventing the imposition of the surtax 
upon its shareholders or the shareholders 
of any other corporation through the 
medium of permitting earnings or profits 
to accumulate instead of being divided 
or distributed. At one time it was be- 
lieved that only small, closely held cor- 
porations were subject to the tax. But 
the courts have lately approved the im- 
position of the tax on corporations whose 
stockholders are numbered in the thous- 
ands.® 


The taxpayer must have a sound busi- 
ness reason for retaining profits in the 
business. The corporation's earnings must 
not be invested in securities and property 
unrelated to its normal business activi- 
ties. Loans to officers and stockholders 
out of undistributed profits or surplus 
from which taxable dividends might have 
been declared are considered indicative 
of a purpose tosavoid the surtax in the 
individual stockholders. 


The Treasury has instructed its agents 
to investigate all corporations that fail 
to distribute at least 70% of their net 
earnings after taxes. That does not 
mean, however, that corporations that 






As a general rule we may say that 
expenses incurred in connection with em- 
ployment are deductible. This includes 
all items not reimbursed by the employer 
such as travelling and living expenses 
while away from home, entertainment ex- 
penses, cost and maintenance of uniforms 
and small tools, union dues, dues to pro- 
fessional societies (whether or not the 
taxpayer is self-employed), legal fees in 


8Helvering v. National Grocery Co., 304 
U.S. 282; Trico Products Corp v. Commission- 
er, 137 F. (2d) 424, cert. denied 320 U.S. 


II. EXPENSES INCURRED AS A CONDITION OF EMPLOYMENT 





distribute more than 70% of their net 
income are not subject to the tax. 

The tax is not self-assessable and is 
imposed only after a finding by the 
Treasury that the corporation was avail- 
ed of for the purpose of avoiding the 
surtax on its shareholders. 

The rate of tax is 271/,% on the first 
$100,000 of undistributed income and 
3714% on the balance. Directors who 
take action which results in a corporation 
being subjected to this tax incur the 
danger that they may be held personally 
liable for the penalty as a result of stock- 
holders  suit.® 


Tax Avoidance 


Tax consequences of a contemplated 
transaction are usually carefully weighed 
before it is consummated. For many 
years tax avoidance, where taxpayers 
followed the letter of the law, was up- 
held in the Courts, but in recent years 
Court decisions have tended to emphasize 
the intent of the law. More and more 
the Courts ignore the form of a transac- 
tion, intent on reaching its substance. 
Thus, in corporate reorganizations the 
Courts evolved the “business purpose” 
rule to prevent the abuse of the reorgan- 
ization sections of the law. The plan 
must have a real business purpose and 
not be merely one to avoid or delay tax 
consequences. 


a successful defense of criminal or civil 
charges arising out of the employment. 

Salesmen and key employees are often 
given an allowance to cover travelling 
and entertainment expenses, the employ- 
er not expecting an accounting of the 
expenditures. In that event the employee 
is expected to report as income the 
amount of the allowance and account on 
the return for the actual expenses in- 


*TD 4914, 1939-2 CB 108; TD 5398, 1944 
CB 194. 
5Mahler v. Oishei, N.Y. Supreme Court. 
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curred. Where the employer reimburses 
the employee for the expenses incurred 
during employment, the employee is not 
required to account for the receipt and 
expenditure of such items on his personal 
return. However, both in the case of 
the allowance and in the case of the 
reimbursed expenditures the amounts 
must be reasonable. An excessive allow- 
ance when coupled with the employee's 
compensation, may be totally or partially 
disallowed. In the case of reimbursed 


expenses and the expenses reported by 
the employee in connection with an al- 
lowance, lack of proof will often result 
in the disallowance of the unsupported 
items. Nevertheless the Treasury must 
allow the unsupported items if they are 
reasonable under the particular facts of 
the case. Normally when unsupported 
expenses are challenged the Treasury and 
the taxpayer compromise on the allow- 
able portion of the deduction. 


III. DEPRECIATION 


The Internal Revenue Code provides 
for “‘a reasonable allowance for exhaus- 
tion, wear and tear including a reason- 
able allowance for obsolescence of prop- 
erty used in the trade or business or 
property held for the production of in- 
come’’. 

The straight-line method of computing 
depreciation is generally employed, al- 
though the Treasury Department has 
stated in Bulletin F, its official publica- 
tion on depreciation, that other methods 
such as unit of production, declining 
balance and retirement accounting will 
be acceptable. In passing I might re- 
mark that due to increasing cost of re- 
placement in recent years, several com- 
panies considered the advisability of 
changing to the declining balance, but 
on inquiring at the Treasury Department 
they found that the conditions to be met 
by the company before permission would 
be granted were such that few, if any, 
companies adopted the change. At least 
I know of none. 

On the straight-line method companies 
may have allowance for depreciation 
computed on different bases. One method 
is to allow a rate on the composite ac- 
counts, i.e. all depreciable assets in one 
group, and one depreciation reserve ac- 
count. This method is very simple in 
application. A modification of this is the 
classified accounts method, in which an 
overall rate is applied to a distinct classi- 


fication, such as buildings, machinery, 
office furniture or transportation equip- 
ment. A third permissible method is to 
classify in groups all properties having 
approximately the same expected life, a 
separate reserve being set up for each 
group. In addition many companies with 
adequate records use the individual item 
method, but in the case of large plants 
particularly, the Treasury Department pre- 
fers the use of one of the other methods. 

Bulletin F, which contains estimated 
useful lives of depreciable property in 
classifications by industries, was issued by 
the Treasury Department a number of 
years ago. The estimated lives of assets 
stated in the Bulletin are, of course, not 
strictly adhered to, as lives may vary de- 
pendent on the particular company’s 
policy on maintenance and repairs, clim- 
atic and work conditions. Generally 
speaking, if due to operating conditions 
a shorter life than that indicated in the 
Bulletin is established, the Treasury De- 
partment will permit a higher rate of 
depreciation. 

Where assets are sold or disposed of 
before the end of the expected useful 
life, a deduction is allowed for tax pur- 
poses, except in the case where composite 
rates are used, in which case any loss is 
charged to the reserve for depreciation. 

In the determination of a fair rate of 
depreciation in cases of conflict, the 

®George M. Cohan, 39 F. (2d) 540. 
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Treasury Department relies on the opin- 
ion of its own engineers. These mem- 
bers of the Engineering Section in the 
Income Tax Unit are experienced in in- 
dustrial operating problems and have 
available in the Engineering Section 





statistics compiled over the years which 
assist them to take a practical view of 
estimated useful lives of fixed assets. On 
the whole the average taxpayer finds 
them reasonable and fair in their discus- 
sions regarding depreciation allowances. 


IV. INVENTORY VALUATION 


The basic requirements in the valua- 
tion of inventories are that (1) the 
method followed should be applied con- 
sistently, (2) it conforms as near as pos- 
sible to the practice in the trade or busi- 
ness, and (3) it must clearly reflect the 
income. 

Generally a taxpayer may elect to value 
inventories at either (1) cost or (2) cost 
or market whichever is lower; and once 
the election has been made the adopted 
method must be followed for all subse- 
quent years unless the Commissioner 
permits the taxpayer to change to an- 
other method. Farmers and raisers of 
livestock, retail merchants using the re- 
tail method and other taxpayers with un- 
common inventory problems are given 
special consideration in the valuing of 
their inventories but as these are not of 
general interest, I do not propose to en- 
large upon them here. 

“Cost”’ for inventory purposes in the 
case of purchased goods is the invoice 
price less trade discounts, plus transpor- 
tation and necessary handling charges in 
acquiring possession of the goods. In 
the case of manufactured goods ‘“‘cost”’ 
includes prices paid for raw material and 
supplies entering into the process, direct 

labor costs and overhead. 

In valuing the inventory at the end of 
the accounting period, the Treasury De- 
partment regulations require that the cost 
of the most recently acquired merchan- 
dise or raw material be used, in other 
words the “‘first-in, first-out’’ method. 
This requirement was modified by the 
LIFO provisions referred to later and in 
actual practice is often not strictly ad- 
hered to. Where the consistency of 


method from year to year is maintained 
and sound accounting principles are not 
violated, the revenue agent will usually 
accept the taxpayer's method. Thus, for 
example, corporations in the tobacco in- 
dustry have been permitted to use the 
average cost method although it is not 
specifically authorized in the regulations. 

In determining “market” value for tax 
purposes, market quotations on merchan- 
dise in the quantities usually purchased 
by the taxpayer should be used. The 
lower figure of cost or market of each 
individual inventory classification should 
be used to determine the aggregate in- 
ventory at “cost or market, whichever is 
lower’. 


Back in the twenties a number of com- 
panies were using the “‘base stock” meth- 
od of valuing inventories, but the Treas- 
ury Department held that this method was 
not permissible under the existing law. 
The point was litigated, and finally the 
Supreme Court in 1930 decided in fa- 
vor of the Commissioner.” However, in 
the Revenue Act of 1938 provisions were 
included which permitted tanners and 
producers and processors of non-ferrous 
metals to elect to adopt substantially the 
same method but now known as the 
LIFO method. The privilege was ex- 
tended to all taxpayers the following 
year. As you know, LIFO is based on 
cost. Under the Internal Revenue Code 
taxpayers may elect at the time of filing 
their return to have the LIFO method 
applied to all or a specified portion of 
the inventory. Once the election is 


TLucas v. Kansas City Structural Steel Co., 
281 U.S. 264. 
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made, the taxpayer cannot revert to an- 
other method without prior permission 
of the Commissioner of Internal Rev- 
enue. 

In costing inventory at the close of the 
period where the LIFO portion has in- 
creased in terms of units, the closing in- 
ventory is considered to consist of the 
quantity on hand at the beginning of the 
year, valued at cost, and the increase may 
be costed at either of the following 
values: 

(1) Actual cost of latest purchases dur- 

ing year, 

(2) Actual cost of earliest purchases dur- 
ing year, 

(3) Average cost of purchases during 
year or pursuant to any other me- 
thod approved by the Commissioner 
which clearly reflects income. 

Naturally in subsequent years further in- 
creases in inventories must be costed on 
the method elected. 

A significant feature of the amend- 
ment to the code which authorizes the 
use of the LIFO method of inventorying, 
is that it requires the taxpayer to use the 
same method in its own accounting. 
This requirement is entirely in harmony 
with the general provision first enacted 
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in 1918 that returns should normally be 
made in accordance with the method of 
accounting employed by the taxpayer in 
keeping his accounts. In enacting it, 
Congress was also doubtless influenced 
by public discussion of the fact that utili- 
ties had been for many years claiming 
income tax deductions for exhaustion of 
property greatly in excess of those made 
in their accounts as published. 

Due to shortages of materials during 
and subsequent to the war the Treasury 
Department realized that the base inven- 
tories of taxpayers who had elected the 
LIFO method were being dissipated 
through no fault of the taxpayer. A 
relief provision was enacted under which 
taxpayers in filing returns for years be- 
ginning prior to January 1, 1948 could 
elect to replace the involuntary liquidated 
inventory of such year in any year up to 
taxable years beginning prior to January 
1, 1951. In effect, the cost of the re- 
placement, usually higher than the LIFO 
cost, could be carried back as a cost in 
the year of involuntary liquidation, and 
the base stock cost liquidated carried for- 
ward to the year of replacement. This is 
a transitory provision and probably is not 
of general interest. 


Vv. TAXATION OF NON-RESIDENTS AND FOREIGN CORPORATIONS 


With regard to the taxation of non- 
resident individuals and non-resident 
corporations, the following comments 
will deal only with the basic law. As 
you may know, the United States has en- 
tered into treaties with many countries, 
including Canada and the United King- 
dom, by which certain items of income 
accruing to non-residents which would 
otherwise be subject to tax in the United 
States are reciprocally exempt. The var- 
ious treaties differ from one another in 
many respects, and it would be impos- 
sible to discuss them in the short time 
allotted. 

Basically the United States imposes tax 
on non-resident individuals only on in- 





come from sources within the United 
States whereas resident aliens like citi- 
zens are taxed on income from all sources 
as defined by the code. The collection of 
tax from non-residents is by withholding, 
and the taxable income is limited to in- 
terest, dividends, rents, salaries, wages 
and other items of fixed or determinable 
annual or periodical gains. The tax 
withholding rate is 30% and no returns 
are required to be filed by the non-resi- 
dent unless the individual has income 
from United States sources in excess of 
$15,400. In cases where returns have 
to be filed, the taxpayer is allowed ex- 
penses properly allocable to taxable in- 
come and a personal exemption of $600, 
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except that in the case of Canadian and 
Mexican residents additional exemptions 
for dependents are allowed. However, in 
no case can the tax liability be less than 
30% of the gross income. 

In passing I might add that in the 
case of a foreign partnership having a 
branch in the United States, the individ- 
ual partners would not be classified as 
non-resident aliens, even though they 
never set foot in the United States. The 
United States law requires the individual 
partners to report their share of partner- 
ship income, and the activities of the 
partnership are considered the activities 
of the individuals. 


Non-resident Foreign Corporations 

A tax of 30% is also withheld on tax- 
able income from sources within the 
United States received by a non-resident 
foreign corporation. Ordinarily a re- 
turn is not required to be filed by such 
a corporation, as the income subject to 
tax is the same as in the case of individ- 
uals, but unlike individuals such foreign 
corporations are not subject to surtax. 


Resident Foreign Corporations 

Foreign corporations having a branch 
in the United States, or conducting opera- 
tions in such a manner as to be consid- 
ered as doing business in the United 
States, are taxed in the same manner as 
domestic corporations. The taxable in- 
come would be only net income from 
sources within the United States. In 
computing such a company’s taxable in- 
come a reasonable amount would be al- 
lowed as a deduction in respect of head 
office expenses connected with the United 
States business, and also foreign income 
taxes paid to the Government of the 
foreign country on the income from 
United States sources would be allowed 
as a deduction.® 


8Mim. 4471, XV - 2 CB 112; Helvering v. 
Boekman, 107 F. (2d) 388. 

®*Texas Land & Mortgage Co. Ltd., 30 BTA 
861. 


Domestic Corporations 
Controlled By Foreign Corporations 
Domestic corporations controlled by 
foreign corporations are subject to United 
States tax on all of their operations, and 
when dividends are paid to parents tax at 
30% must be withheld on such distribu- 
tion. 


Foreign Corporations 
Controlled By Domestic Corporations 


On the other hand, foreign corpora- 
tions not engaged in business in the 
United States but controlled by United 
States corporation, are not subject to tax 
in the United States, nor is any part of 
their income includable in the return of 
their United States parents. Of course, 
dividends paid by such foreign subsidi- 
aries must be included in the parents’ re- 
turns, but credit is allowed against 
United States tax for income taxes paid 
to foreign countries. The effect of this 
allowance is, as previously indicated, that 
the earnings of the foreign subsidiary in 
the hands of the parent will pay only 
the higher of the foreign or United States 
tax. 


As a general rule foreign subsidiaries 
of U.S. corporations are not considered 
includable corporations for the purpose 
of filing consolidated returns. An ex- 
ception is made, however, in the case of 
Canadian and Mexican subsidiaries, 
which are maintained solely for the pur- 
pose of complying with the laws of those 
countries. The election to include such 
companies must be made in conjunction 
with the filing of the first consolidated 
return. 


Foreign Personal Holding Companies 


In some respects the taxing of foreign 
personal holding companies is very much 
similar to the taxing of Canadian per- 
sonal corporations. The U.S. taxpayer is 
required to include in his personal return 
as a dividend his share of the corpora- 
tion’s income. In order to be classified 
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as a foreign personal holding company 
60% of the corporation’s income must 
be similar to that of a domestic personal 
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holding company and 50% of its stock 
must be owned by not more than five 
citizens or residents of the U.S. 


VI. APPEALS FROM ASSESSMENT 


Federal income taxes are self-assessed. 
The taxpayer computes the tax on the re- 
quired return and pays the amount to the 
collector who enters the amount of the 
tax on his books. That constitutes the 
assessment. 


The Commissioner of Internal Rev- 
enue must examine the taxpayer's return 
and assess any additional tax within 
three years of the filing of a completed 
return, or within five years if more than 
25% of the gross income is omitted from 
the return. In the case of fraud he may 
assess additional tax at any time. A 
somewhat similar statutory provision ap- 
plies to claims for refund filed by the 
taxpayer where he is seeking a refund of 
an overpayment of tax. It is quite com- 
mon today for the Commissioner to re- 
quest the taxpayer to agree to an exten- 
sion of the statutory period of assessment 
and normally the taxpayer will acquiesce 
in the request in order to maintain as 
agreeable a relationship as possible with 
the Commissioner. 


The examination of the return is con- 
ducted by a revenue agent usually in the 
corporation’s place of business or in the 
offices of its accountants or attorneys. In 
the case of an individual the taxpayer is 
generally requested to appear in the office 
of the internal revenue agent in charge. 
Quite often the returns of several years 
are examined simultaneously where ex- 
tensions of statutory period were agreed 
to. 


If the taxpayer does not agree with the 
agent’s findings he has two courses of 
action open to him. He may file a pro- 
test and eventually carry the matter to 
the Tax Court, or he may pay the tax, 
file a claim for refund and eventually 


carry the matter to the District Court or 
Court of Claims. 

If the taxpayer files a protest, which is 
an informal document setting forth the 
reasons why he disagrees with the agent’s 
findings, he will be given an informal 
hearing before a Treasury conferee. 
Should the conferee overrule the agent's 
findings, that ends the matter. 


In the event the conferee supports the 
agent’s contentions, the taxpayer may re- 
quest a hearing before the Technical Staff 
of the Bureau. A favorable settlement 
made with the Technical Staff may be 
upset on review in Washington, al- 
though it rarely is. Failing settlement 
with the Technical Staff, the taxpayer 
may file a petition with the Tax Court. 


If the taxpayer does not request a con- 
ference with the Technical Staff, he may 
receive a request for such a conference 
after the petition to the Tax Court has 
been filed, at which time it may be pos- 
sible to settle the dispute. It is some- 
times also possible to reach a settlement 
with the government attorney assigned to 
try the case. 

An adverse decision of the Tax Court 
and the District Court may be carried to 
the Circuit Court of Appeals and from 
there to the United States Supreme Court 
but only if the latter consents to hear the 
case. The decision of the Court of 
Claims may be appealed directly to the 
Supreme Court. 


The American Institute of Account- 
ants has supported a bill introduced into 
Congress last spring providing for a Tax 
Settlement Board outside of the Treasury 
to give the taxpayer an informal arbitra- 
tion proceeding without going to court if 
he so desires. 
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I might summarize some of the basic 
points which are unique in our laws as 
compared with any other country. 

(1) Our present income tax law is 
based upon the amendment to the Con- 
stitution adopted in 1913 and the laws 
passed since that date. 

(2) The date March 1, 1913 is unim- 
portant in any other country but is still 
very important in the United States since 
where the value on that date exceeded the 
original cost, depreciation, depletion or 
gain on sale are based upon the value 
of March 1, 1913 disregarding the lower 
prior cost. 

(3) March 1, 1913 is also a focal date 
as to whether ordinary distributions of 
corporations are taxable to their share- 
holders as dividends or are to be treated 
as a return of capital. 

(4) While capital gains are taxable 
in the United States they often receive 
a much more favorable treatment than 
ordinary income. Therefore, many ques- 
tions arise as to whether the amount is 
capital gain or ordinary income. You 
have similar questions although some of 
you may have thought we were not as 
concerned with this dividing line because 
of the fact that our capital gains are 
taxable. 


(5) Our tax laws have long recog- 
nized depletion and depreciation as de- 
ductions in computing the taxable income 
on the ground that the recovery of such 
amounts is actually capital realization and 
not income. This has led to some rather 
absurd results from your point of view in 
that the depreciation is required to be ac- 
counted for annually even though the 
company is operating at a loss. 

(6) While “affiliated” corporations 
are now permitted to file consolidated 
federal income tax returns, during World 
War I they were required to file such re- 
turns and during the 1930's with the 
exception of railroad companies they 


SUMMARY 


were not either permitted or required to 
do so. 

(7) The determination of whether a 
distribution is a taxable dividend is quite 
complicated since it is not dependent 
solely upon the earnings and profits of 
the company making the distribution but 
may be materially affected by the man- 
ner in which it originally acquired its 
assets, in cases where there has been a 
nontaxable reorganization and also ac- 
cumulated earnings of any predecessor 
whose assets were thus acquired. 

(8) Distributions in liquidation of a 
corporation are taxed as capital gains to 
the extent they exceed taxpayer's cost or 
other basis. In your country, on the 
other hand, the portion of the distribu- 
tion representing accumulated earnings 
is taxed as ordinary income. 


(9) While the postponement of in- 
come taxes through reorganization dates 
back to 1921 and with minor exceptions 
prior to that date, there have been so 
many changes in these provisions in the 
30 years that it is often necessary to re- 
view Revenue Acts preceding the 1938 
Internal Revenue Code in order to 
find the tax basis for determination of 
gain or loss as well as depreciation and 
depletion. 


(10) A corporation is a separate tax- 
able entity and dividends, although paid 
out of taxed profits, are again taxed to 
the shareholder, in the case of an indi- 
vidual at the same rates that he would 
pay on other income. This places a 
premium on capitalizing with funded 
debt; a temptation to unsound financing 
which industrial corporations generally 
have resisted to a notable extent. 


(11) I might also repeat that our tax 
law starts with Internal Revenue Code, 
but includes thousands of court decisions 
and various regulations which may have 
to be considered in arriving at the an- 
swer to any specific question. 
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Conclusion 


The objectives of income taxation are, 
of course, similar in the three countries 
represented here today. I recall a state- 
ment made by Sir Henry Clay in an ad- 
dress he made at the University of 
Pennsylvania in January 1947 in which 
he said: 

The British income tax is a magnificent 
fiscal engine, one of the great achieve- 
ments of British public administration. 
But it operates in blinkers, looking 
only to its own proper purpose of 
raising revenue economically, and—in 
the past—disregarding its secondary 
and indirect effects on industry. It dis- 
criminates in favor of the corporation 


and against the private trader or part- 
nership. 


In the U.S. I think we have gone in 
the opposite direction and penalized the 
corporation. We have also been inclined 
to try to use the tax machinery to 
achieve one of the social purposes of the 
New Deal — a levelling off of the high 
incomes as part of the general redistri- 
bution of wealth. One of the results has 
been a decrease in the supply of ven- 
ture capital which is becoming serious. I 
trust that you in Canada may utilize the 
experiences of Britain and the United 
States to improve your own system of 
taxation. 


UNEARNED INSURANCE PREMIUMS 
See Table on page 210 


Mr. G. E. F. Smith, Sr., F.C.A. has 
prepared and made available to us a 
table for finding the percentage of un- 
earned insurance premiums where the 
fiscal period ends on the last day of 
any month. The table appears on page 
210. We compliment Mr. Smith on his 


ingenuity and leave as a mental ex- 
ercise for our readers the finding of the 
principles upon which the table is 
based. Mr. Smith is senior partner of 
the firm Smith Metherell Jackson and 
Webb, Chartered Accountants, Ham- 
ilton, Ontario. 
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Limitations and Uses 


At THE outset there are some gen- 
eral observations and reservations 
which seem to be in order. The first 
is that there are relatively few finan- 
cial statements available upon which a 
man of my type Can base a judgment as 
to what is happening in business. Out 
of the thousands of industrial companies 
which are operating in Canada I would 
think that less than five hundred make 
the statements of their operations and 
their balance sheets available to the pub- 
lic. My recollection is that there are less 
than three hundred companies which 
have listed their stocks on the Toronto 
and Montreal stock exchanges. It is true 
that the Department of National Revenue 
has made an excellent start in aggregat- 
ing the figures of corporations and that 
the Bank of Canada and the Financial 
Post Corporation Service provide most 
useful information. But the fact is, 
nevertheless, that the serious student of 
financial statements outside the realm of 
the professional accountant and _ the 
banker is exposed to relatively few dis- 
closures of the financial result of business 
‘operations. It follows, therefore, that 
the financial analyst in Canada should be 
aware of the limitations under which he 


Of Published Financial Statements 


The economist, the valuator, and the investment 
counsel use financial statements for different purposes 
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works and he should be cautious in his 
judgment and conclusions which I think 
must necessarily be based on inadequate 


data. I do not undertake to suggest 
whether and how the Dominion Associa- 
tion of Chartered Accountants should 
endeavour to rectify this situation but I 
do emphasize that the lay student of 
financial statements has relatively few 
tools at his command. 


Accountants’ Legerdemain 

There is a second limitation that I 
would like to mention because it is so 
fundamental in the layman’s use of fin- 
ancial statements. The fact that, through 
the accountants’ /egerdemain, assets and 
liabilities always are in balance has a 
tendency to lull the unsophisticated into 
a dream world of exactitude which does 
not exist. Even at the exact moment of 
time when it is born, a balance sheet em- 
bodies many elements of judgment and 
relatively few elements of certainty. It 
is true that there are many accounting 
conventions but the treatment of valua- 
tion of fixed assets and inventory, of de- 
preciation, of required reserves, and so 
forth, is so much a matter of judgment 
that when the final audited financial 
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statement reaches the hands of a lay 
student like myself it is, at the best, a 
close approximation of a financial situa- 
tion that existed at a previous moment 
of time. If there is a general criticism 
of the accounting profession, I suppose 
it would be that too little effort is made 
to inform the public of the gap between 
the published figures and the realities of 
the situation or to acknowledge the de- 
veloping inconsistencies which may mar 
the continuity of comparative statements 
from year to year. What I have said 
is not, of course, an indictment of the 
accounting profession but rather a state- 
ment of fact which has to be borne in 
mind by the users of financial statements. 

Having stated this fact there is little 
more that I can or should add of a 
general nature. From it stem all the 


criticism, controversy and contention as 
to how the items in financial statements 
shall be treated and presented. Primarily 


these are matters for the consideration of 
the profession itself and it would ill be- 
come me to make any observations. 


Different Points of View 


I can, however, raise some questions 
about the presentation of financial ac- 
counts in relation to my practice as a 
consultant. There is a certain overlap- 
ping of interest in the examination of 
corporate accounts by various types of 
students but also a considerable variety 
of emphasis. For instance, I view finan- 
cial statements as an economist from a 
different point of view than as an in- 
vestment counsel. Then as a valuator 
of the equity in closed corporations where 
no open market value of the shares is 
available, my concern is apt to be rather 
different from that of an investment 
counsel. 


1. The Economist 

Let me explain it this way. As an 
economist I have virtually no interest 
in the financial statements of individual 
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companies. I have a general and not a 
specific interest in corporate affairs. My 
interest is in business and financial 
trends, in the changing phases of the 
business cycle, in the tendencies towards 
the formation of capital and the creation 
of liabilities, in assessing the influence 
of public policies in promoting or re- 
tarding business development and social 
welfare. I like to work with business 
statistics and financial statements in the 
mass, with what the statisticians term an 
adequate sample classified according to 
types of industries, size of companies, 
frequency of distribution and so forth. 
In brief, as an economist, I like to ag- 
gregate the figures your profession pre- 
pares and then attempt to glean from 
them the significant tendencies that are 
affecting business health and public wel- 
fare. 


2. The Investment Codnsel 


As an investment counsel my interest 
is somewhat the same but with a different 
slant and a different objective. I use the 
compilations of the economists and the 
statisticians but with a more particular 
purpose than they have. Insofar as my 
work relates to corporation securities, I 
have a more specific interest than the 
economist in analyzing financial state- 
ments. From the figures I hope to gain 
a judgment not only as to the course of 
sales and net profits but also whether 
the financial strength of business is wax- 
ing or waning. With the help of your 
statements I try to reach a conclusion 
whether I should recommend the pur- 
chase or sale of securities and, having 
reached that conclusion, I apply it to the 
selection or elimination of individual 
securities. The prospective level of net 
profits, the ability to pay unearned divi- 
dends, if necessary, and the prospective 
range of money rates are among the most 
important investment criteria. The qual- 
ity of management and direction can 
most frequently be discerned from a se- 
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quence of financial statements even 
though one does not know personally 
the management or directors of a com- 


pany. 
3. The Valuator of Equities 


As a valuator of corporate equities I 
am some poles apart from the economist 
with his broad generalizations and even 
from the investment counsel with his 
more particular interests. A qualified in- 
vestment counsel should be able to ac- 
count for the price of a corporate security 
and to state whether it is cheap or dear 
at that moment, just as an experienced 
horse trader would not be caught nap- 
ping by bidding an exorbitant price for 
a desirable purchase. In both cases there 
should be an ability to explain what is 
a fair price now although that does not 
necessarily presuppose an ability to fore- 
cast the price of a security or of a horse 
a day, or a week, or a year from now. 
Were that the case, of course, all in- 
vestment counsel and all horse traders 
would be millionaires and there would 
then be no investment counsel or horse 
traders. 

What it boils down to, I think, is that 
a qualified investment counsel should 
have a professional and rationalized view 
of security values quoted in the free and 
open markets. If he has this knowledge 
then it is a mere step to translate it into 
the valuation of corporate equities with 
no quoted market values. Such valua- 
tion, of course, can be useful in connec- 
tion with disposal of share interests with 
exchange of shares and in connection 
with certain taxation problems. 


The Technique of Valuation 

This technique of valuation is a rela- 
tively new field in Canada, I believe, and 
several aspects may be of interest to your 
profession. In the first place, if it is 
completely independent and impartial, it 
can be useful in the settlement of succes- 
sion duty and gift tax claims, in the dis- 
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posal of disputes arising out of private 
transactions in closed company shares, 
and in achieving equitable arrangements 
in connection with mergers and amalga- 
mations. In the second place the valua- 
tor is highly dependent upon the account- 
ant. The valuator may be quite com- 
petent in attributing open market values 
to such elements as the relationship of 
quoted prices to reported book equity 
values, to earning power, to dividend 
yield, and so forth, but in applying this 
knowledge to unquoted stocks the valua- 
tor requires the disclosures and the co- 
operation of the accountant. It seems to 
me also, in the third place, that this rela- 
tively new field does not conflict with 
the legitimate areas of other professions. 
While the valuator must be prepared to 
defend his valuation before all comers, I 
believe most emphatically that his duty 
ends there. It is no part of his function, 
if he is to remain independent and im- 
partial, to negotiate settlements whether 
they be with tax authorities or private 
disputants. Such matters can be most 
competently handled by the accounting 
and legal professions. 


Net Sales and Cost of Sales 


You will note that I have scrupulously 


avoided — and I think properly because 
I am neither an accountant nor a banker 
— mentioning specific additional dis- 
closures to bring financial statements 
closer to realities. There is, however, 
one final phase which I wish to discuss 
briefly. From my particular standpoint 
the most serious deficiency in published 
financial statements in Canada, apart 
from their insufficiency, is the continued 
widespread absence of reported net sales 
and cost of sales. In these days of high 
pay points it is highly important not only 
to know the amount of gross profit but 
also the behaviour of profit margins. The 
objections to this disclosure are familiar 
but I, for one, would be immensely 
grateful for any efforts to overcome them. 





Letters from Readers 


Montreal, Sept. 2, 1949 
Sir: I read with astonishment the article in 
the August number of The Canadian Charter- 
ed Accountant entitled “Why is Bookkeeping 
Bad?”, by Mr. N. R. Moran, C.A. 

Surely Mr. Moran is building up a case 
for somebody who no longer exists in mo- 
dern commerce. By this time he has, no 
doubt, read the article which preceded his 
in the same issue and, if so, he must realize 
that at no time in the history of accounting 
has the once humble bookkeeper held such 
an exalted position in society as he, or ra- 
ther she, does today. 

The typical bookkeeper of this atomic 
age is a glamorous creature who queens 
it over her fellow office workers. Why 
shouldn’t she? She is mistress of some of 
the most intricate machinery made these 
days. She is given every consideration and 
comfort — fluorescent lighting, a posture-ad- 
justed seat, sound-proof ceiling, endless re- 
lief periods and a five-day week. She is 
paid on a scale out of all proportion to her 
ancestor who worked to all hours of the 
night, sitting on a high stool with a green 
shade over his eyes. It is true that she may 
not know debit from credit. She may not 
even be able to count up to ten and if she 
can write at all, it matters not how illegibly 
for she will never desecrate a heavy, dusty, 
leather-bound ledger. She does not need to 
know all these things because she has at- 
tended a course in operating a machine. She 
is a specialist, an expert, a career girl, a 
high wage-earner. Save your pity, Mr. 
Moran! 

Save your pity for the luckless account- 
ant. He knows which is debit and credit 
and he can usually count up to ten when 
necessary. But it so seldom seems necessary 
these days — to do it in his head, anyway. 
He is beset on all sides by the “experts” 
who are making ever-increasing inroads on 


his domain. They do not seem to have the 
same respect for the principles he once 
learned to revere. He must save his strength 
for the days when the machine salesmen 
arrive and tell him that his machines are 
outdated and that he should recommend 
spending several thousands of dollars on the 
latest streamlined models. He must give 
battle to the efficiency experts and the in- 
dustrial engineers, who, having almost ex- 
hausted the possibilities of the factory, are 
invading the office now. Poor accountant! 
How he wishes he had taken an engineering 
course at college! 

And what of the auditors? Well the 
law provides for them — something for 
chartered accountants to do, I guess. Cer- 
tainly their courses never included this new- 
fangled bookkeeping. 

G. A. Donan, C.A. 


Washington, D.C., 
July 25, 1949 
Sir: I have found that The Canadian Char- 
tered Accountant contains many articles of 
current interest. One in particular — “The 
Hundred Ducats” by A. H. Howson, B.A., 
C.A.— seemed to be quite timely. How- 
ever, I should like to suggest one slight 
change in the penultimate paragraph which, 
in my opinion, would render the article 
more to the point; that is, that the sentenc- 
es starting ‘““O man of dull perception! ... 
were largely illusory?” be changed to read 
as follows: “O man of dull perception! 
Couldst thou not see that the allowance 
made by thy stewards for the return of thy 
original capital would not buy a new loom 
at today’s prices? And because of that be- 
fore thou spent all thy profits in riotous 
living thou should have set aside an addi- 
tional one hundred ducats to replace thy 
loom?” 
Eartr C. Kine 
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Cycle Billing 
Its Advantages and Disadvantages 


By Larry E. Jess, C.A. 


An analytical outline of a developing trend 


_Bigpscn billing, also known as “‘stream- 
lined” or ‘‘skeleton’”’ billing, is a 
means of speeding the treatment of ac- 
counts receivable by preparing and mail- 
ing customers’ statements on a stagger 
system. Instead of recording transactions 
as they occur, the billers handle each 
statement only once during an account- 
ing period. Accounts are divided into 
groups known as cycles, and all accounts 
in any one cycle are billed on the same 
date each month. For efficient operation 
accounts should be divided in such a way 
that each cycle has approximately the 
same number of accounts. 

The concept of cycle billing is not 
new. Numerous public utilities have 
used it for many years. Probably the 
most common example is that of tele- 
phone companies. Some of the larger 
banks in the United States were also 
among the early users. The system was 
developed to speed the processing of cus- 
tomers’ accounts, to reduce costs of the 
accounts receivable department by em- 
ploying a smaller and less highly-trained 
staff, and to eliminate peak periods of 
billing work at the end of the month. 

The recent war accelerated the spread 
of the newer method to department 
stores and other retail organizations. The 
serious manpower shortage during the 


war years forced credit department man- 
agers to search for quicker and more ef- 
ficient ways to service customers’ ac- 
counts. After the war a large increase 
in credit sales volume and number of 
charge accounts made it even more neces- 
sary to find a system which would main- 
tain smooth customer relations by speedy 
and accurate handling of charge sale 
transactions. Many merchandising and 
service organizations in both the United 
States and Canada, especially transporta- 
tion and oil companies, found that cycle 
billing was the answer. In addition, nu- 
merous large and small department stores 
in the United States use the system. In 
Canada, only a few of the larger stores 
have installed cycle billing as yet, per- 
haps because of a general but unfounded 
belief among smaller firms that it would 
not be profitable for them. 


Conventional Billing 
Records and Procedures 


A brief review of conventional bill- 
ing may serve as a basis for comparison 
of the two systems. A typical installa- 
tion consists of a battery of bookkeeping 
machines, trays containing customers’ 
statements and ledger cards, and filing 
cabinets for copies of sales slips, credit 
notes, etc. (known as posting media) 
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which must be retained. |The book- 
keeping machine is a combination of 
typewriter and adding machine. Its op- 
erator must not only be an expert typist, 
but must also have some knowledge of 
bookkeeping. The retained copies of 
posting media require much filing space. 


For every ledger tray, several daily 
tasks must be carried out. The first op- 
eration is to arrange the posting media. 
In a small installation, customers’ ac- 
counts may be arranged in the ledger 
tray in alphabetical order, but where 
many accounts are carried, it is custom- 
ary to use account numbers, which may 
or may not be based on an alphabetical 
breakdown. Sorters arrange the sales 
slips, cash receipt slips, etc. into the same 
order as the customers’ accounts. Then, 
since there will not be transactions in all 
customers’ accounts for that day, the led- 
ger cards to be entered are offset, or 
shifted an inch or two toward one side 
of the tray, so that the biller can pick 
them out without leafing through all the 
cards in the tray. To enable the ma- 
chine operator to devote all her time to 
billing, these two tasks are usually per- 
formed by other clerks. 

The biller selects the customer's ledger 
card and statement, interleafs carbon 
paper and inserts both in the machine. 
She picks up the previous balance, then 
types a description of the transaction ap- 
pearing on the sales slip or other posting 
medium. This requires the ability to 
read handwriting which may be difficult 
to decipher. Only an experienced biller 
can do it rapidly and even these girls 
often make mistakes. She posts the 
amount in the proper column, then re- 
peats the last two operations for other 
transactions in that account. The ma- 
chine tabulates the new balance. The 
biller then removes the statement and 
ledger card from the machine, extracts 
the carbon paper, and returns the ledger 
card and the statement to the tray. The 
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posting media are filed for future ref- 
erence if necessary. 

These operations must be carried out 
several times a month for each customer, 
depending on the number of transactions 
made. 

At the month-end the billing clerk lists 
all the balances on customers’ ledger 
cards to obtain a trial balance, which is 
reconciled with the control account. State- 
ments are removed from the tray, placed 
in envelopes and mailed to the customers. 
These month-end tasks must be com- 
pleted in a few days for all charge ac- 
counts, in order to forward statements to 
the customers as promptly as possible. 
Thus there is a heavy load of work in 
the billing department immediately after 
the month-end and overtime is often re- 
quired. 


Cycle Billing 
Equipment and Records 

Cycle billing requires equipment some- 
what different from that used in conven- 
tional billing. Both systems use ledger 
trays, but the cycle billing trays are shal- 
lower and designed to hold all the post- 
ing media for the cycle period as well as 
the credit history cards. These cards cor- 
respond to the ledger cards in a conven- 
tional system. Statements are not insert- 
ed in the trays until the ledger is 
billed at the end of a cycle. Usually the 
trays are housed in fireproof cabinets 
known as “units”, containing from 
twenty-four to thirty-six trays each. The 
cabinets can be locked when the unit 
clerk responsible for the posting media 
is not present, and the fireproof construc- 
tion eliminates the need for moving 
trays to and from the vault each night 
and morning. As is sometimes the case 
with conventional billing, addressograph 
machines are used to prepare the head- 
ings on statements and credit history 
cards. The billing machines used gen- 
erally have no typewriter attachment (al- 
though some types are made this way). 
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They produce totals of each column by 
customers, also cumulative totals of the 
complete cycle or subdivision of a cycle. 
The platen is divided in the centre so 
that the statement can be inserted in one 
side and the credit history card in the 
other; the former can move up a space at 
a time, while the latter remains station- 
ary. A machine which is not used in 
conventional billing is a microfilmer, 
which photographs all the statements 
and posting media automatically as quick- 
ly as they can be fed into the slot. A 
viewer, which throws an enlarged image 
of the microfilm on a ground glass screen, 
accompanies this machine. 

While the posting media are the same 
under the two systems, the other records 
are different in cycle billing. Monthly 
statements contain columns for opening 
balance, purchases, returns, payments, 
billing date, number of items and clos- 
ing balance. The credit history cards 
contain the same columns, but use only 
one line for each month’s billing, show- 
ing only the totals for each type of trans- 
action. The microfilm reels constitute 
a permanent record of all statements and 
posting media, thus eliminating the ne- 
cessity of keeping copies of sales slips, 
return vouchers, etc. 

When the system is installed, the 
existing accounts are divided into cycle 
groups and account numbers are assign- 
ed. The breakdown may be on an alpha- 
betical basis, in which case sufficient in- 
tervals must be left between groups of 
numbers to allow for new customers; or 
the accounts may be merely divided in- 
to a number of approximately equal 
groups without regard for alphabetical 
order. In the latter case, account num- 
bers are assigned to new customers on 
the basis of the date the account is open- 
ed. Billing dates, spaced evenly through 
the month, are assigned to the cycles. 
The account number indicates both the 
ledger and the billing date. Generally 
the first two or three digits designate the 
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A McMaster graduate in polit- 
ical economy and prize-winning 
candidate at both his intermediate 
and final examinations, Mr. Larry 
E. Jess, C.A., was admitted to the 
Ontario Institute in 1947. In 1948 
he joined the staff of Price, 
Waterhouse & Co. in Toronto. 
He served three years as an in- 
fantry officer in the late war. 





ledger. For example, account number 
123456 would be in the ledger number 
123, and from the chart of ledgers it 
could be determined that number 123 
was billed on, say, the 16th of the month. 
Since there may be several ledgers in each 
cycle, the ledger numbers can be higher 
than the number of cycles. The reason 
for breaking cycle groups into two or 
more parts is to establish smaller con- 
trols, thus localizing errors. When a 
new account is added, the credit depart- 
ment prepares a form showing the neces- 
sary details about the customer and as- 
signs an account number. This form is 
filed in the authorizing file and a credit 
history card prepared to insert in the 
proper ledger tray. 


Daily Tasks 


The daily tasks for each ledger under 
cycle billing do not include posting. 
Sales invoices, credit slips, cash receipt 
slips and journal vouchers are forwarded 
from all sources to a central point for 
sorting. In a larger organization the 
sales audit department will perform this 
function as part of its work of control- 
ling transactions; in a smaller firm the 
accounts receivable staff may carry out the 
operation. The work begins by totalling 
one type of posting media, for example, 
sales invoices. The invoices are sorted 
by cycles, by grouping all those with led- 
ger numbers contained in the same cycle. 
Thus ledgers 116 to 138 may be in the 
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cycle billed on the 10th of the month. 
Clerks then sort the invoices in each cycle 
by account numbers, obtaining sub-totals 
by ledgers and totals by cycles. The 
grand total obtained by adding these 
cycle totals must agree with the previous 
total obtained before sorting. The same 
operations are performed for cash receipt 
slips, credit notes and journal vouchers. 
The posting media, along with listing 
tapes by ledgers of each type of trans- 
action, are taken to a control desk where 
the ledger totals are entered on control 
cards and the invoices, etc., are checked 
to the listings. The unit clerks file or 
stuff the posting media into the ledger 
trays, in front of each customer's credit 
history card. Here they remain until the 
billing date. 


Billing 

When the billing date arrives, blank 
statements, headed by addressograph with 
the customer’s name, address and account 
number are inserted in the ledger trays, 
which are taken to the billing machines. 
The billing clerk puts the statement in 
the left half of the platen, and the credit 
history card in the right. Under the 
statement is a carbon-faced paper tape 
called a proof sheet. The amounts 
posted on the statement appear also on 
the proof sheet, thus furnishing a de- 
tail listing and cumulative totals of all 
transactions and balances. From the 
credit history card the biller picks up the 
previous month’s closing balance and 
posts it on the statement. The machine 
shifts to the next column, where the 
biller lists the purchases. When she lists 
the first return sale item and presses the 
“returns” key, the machine shifts to the 
corresponding column and prints. The 
same procedure is followed for cash re- 
ceived. The biller presses the “‘final 
item’ key; the machine prints the num- 
ber of items and the closing balance, then 
shifts to the right platen. On one line 
of the credit history card it prints the 


opening balance, totals of each type of 
transaction, and the closing balance. 
While the machine is posting this card 
the left platen opens momentarily en- 
abling the billing clerk to remove the 
statement and place it, with the posting 
media, in a basket. Then she removes 
the credit history card from the right 
platen and replaces it in the ledger tray. 
This procedure continues until all the ac- 
counts in the ledger have been billed. 


The machine clears by throwing out 
the cumulative total of each column on 
the proof sheet. The total of the closing 
balance is compared with the control 
balance. If they do not agree, the pre- 
vious month’s control figure is checked 
to the proof sheet total of opening bal- 
ances to determine that all the accounts 
have been listed. If this does not locate 
the error, each column total is compared 
with its corresponding column on the 
control card, where posting media have 
been listed before stuffing. Thus errors 
can be localized between types of trans- 
action. Since the proof sheet shows the 
closing balance of each account, it con- 
stitutes a trial balance of the ledger as at 
the billing date. 

The ledger tray is taken to the credit 
manager's department for aging of the 
accounts from the credit history cards; 
the statements and posting media go to 
the microfilmer to be photographed. 
From there they are sent to the mailing 
desk, where clerks check the posting 
media to the statements and insert both 
in window envelopes. The envelopes 
are usually held for a day until the film 
is developed. If all or part of a film 
is found to be unreadable the corres- 
ponding documents are rephotographed. 
Finally, the envelopes are mailed to cus- 
tomers and the film filed. 


Since all evidences of transactions are 
recorded on microfilm there is no need 
to keep copies of the posting media. In 
case of dispute or uncertainty regarding 
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Cycle Billing 


an item the proof can be seen on the 
viewer. Thus the original slips can be, 
and are, sent to the customer with his 
statement. 


Reconciliation 


To reconcile the charge office totals of 
accounts receivable with the general led- 
ger balance as at any month-end, the con- 
trol totals for each ledger are listed and 
reconciling items added or deducted. 
Thus the listing is not by accounts but 
by sub-controls. The only ledgers for 
which a detail listing of individual cus- 
tomers’ balances is obtainable as at the 
month-end date are those whose billing 
date is the last day of the month. 


Comparison of 
Conventional and Cycle Billing 


There are numerous advantages to 
cycle billing and also several disadvant- 
ages. Some of these have already been 
pointed out in the description of pro- 
cedure. This list is not intended to be 
exhaustive, nor is it necessarily in order 
of importance, since different businesses 
will naturally encounter different prob- 
lems in billing. 

ADVANTAGES 

1. There are no month-end peaks in 
billing and mailing statements or in 
cash collections. Statements are go- 
ing out to customers and cash is flow- 
in all through the month. 

2. Costs of bookkeeping, cash collec- 
tions and mailing are lower. This 
is because fewer employees, with less 
expert knowledge of bookkeeping, are 
required, overtime is practically elim- 
inated, and fewer machines are used. 

3. Customers seem to like the system. 
Some stores which have pioneered in 
cycle billing in a city have learned 
that certain of their customers were 
asking other stores why they did not 
use the same system. 

4. Disputes over items purchased are 
practically eliminated, since the cus- 
tomer receives his original sales tickets 
with the statement. 


6. 
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Filing space requirements are reduced 
considerably. A microfilm takes the 
place of copies of posting media, and 
small credit history cards containing 
the summary of three years’ trans- 
actions are used instead of ledger 
cards showing the details of each 
transaction. 

Advertising material, notification of 
special sales, etc., can be mailed 
throughout the month. 


DISADVANTAGES 


Posting media remain in the files 
through a whole cycle period before 
posting. If any are lost, or removed 
from the files after stuffing, they are 
very difficult to trace. In an attempt 
to overcome this disadvantage, many 
firms assign only trusted employees to 
the files and allow only these custod- 
ians to imsert or remove _ posting 
media. 

The changeover to cycle billing is 
expensive, requiring the purchase of 
new equipment. The retraining of 
the staff may take considerable time 
and effort. 

The task of the internal or external 
auditor is more difficult because of 
the way in which the month-end bal- 
ance is obtained — instead of a detail 
listing of accounts, control totals must 
be used. 

Accounts cannot be aged properly 
when part payments are made. Since 
the credit history card shows only the 
monthly totals of transactions it is 
not feasible to apply a payment 
against any single purchase or group 
of purchases. (The only way this 
could be done is to trace the month’s 
transactions back to the proof sheet). 
Thus an old unpaid balance might be 
hidden. 

It is very difficult to trace differences 
between the proof sheets and the 
controls, especially after the posting 
media have been mailed to the cus- 
tomers with the statements. Since 
one of the objects of cycle billing is 
to give faster service to customers, it 
is not considered advisable to delay 
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the mailing of statements unless the 
difference is quite large. This means 
that it may be necessary to trace all 
the items billed from the microfilm to 
the proof tape. 

6. Whereas in conventional billing it is 
usually the daily posting of state- 
ments which creates the greatest staff 
problem, in cycle billing it is the 
stuffing of posting media. This job 
is monotonous and uninteresting; it is 
dificult to keep trustworthy em- 
ployees at it without some sort of in- 
centive plan. 


General Aspects 
When a firm is contemplating a change 
to cycle billing, various considerations 
and problems may arise. Some of the 
more common ones may be of general in- 
terest. 

Estimates of the minimum number of 
accounts required to make a change pro- 
fitable range from 3,000 to 10,000. How- 
ever, even an organization with a small 
number of accounts can use some cycle 
billing equipment and procedures to ad- 
vantage, while continuing to post and 
mail statements once a month. The num- 
ber of accounts is not as important a 
consideration as the number of transac- 
tions. 

Firms which are well satisfied with 
their present promptness of mailing state- 
ments — even as early as the 3rd of the 
month — may find that the installation 
of cycle billing is worthwhile because of 
decreased costs, and spreading of the 
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work and cash collections over the whole 
month. 

Many prospective users hesitate to in- 
stal the system because of the possibility 
of future changes in equipment rendering 
their installation obsolete. However, no 
basic changes in procedures or methods 
are expected by manufacturers. 

The cost of installation (in terms of 
payroll only) is not high. In some cases, 
a system can be installed at no cost above 
the regular department payroll. Io 
others, where outside help is brought in, 
the cost may run to 10 cents per account. 

The number of cycles used varies from 
about 8 to 25, but the most popular 
number in terms of ease and economy 
of operation is from 16 to 20. 

In department store operations, where 
more than one store in a community uses 
cycle billing, it is desirable for all stores 
to arrange their cycles on the same basis. 
Many customers like to receive and pay 
all their bills at about the same date. 

The interval between the end of the 
cycle and the mailing date varies. A few 
stores can have their statements in the 
mail in one or two days, but the usual 
time seems to be 3-5 days. 


This article should not be considered 
as an outline of procedure to be followed 
in the establishment of a system of cycle 
billing. Its purpose, rather, is to arouse 
interest in the subject to the end that 
more companies may see in these new 
methods some of the answers to their 
billing problems. 
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Reporting Financial Data 
To Present and Prospective Investors 


By Earle C. King 
(Chief Accountant, The Securities 
and Exchange Commission, Washington) 


Substantial improvement has taken 
place in financial reporting in recent years 





‘ O Many Annual Reports Still 

Are Guessing Games.” That is 
the headline of a short article in a fairly 
recent issue of a well known financial 
weekly. The author's principal com- 
plaint is that “ . . . all too many com- 
panies still feel satisfied merely to pre- 
sent a statement of one year’s results and 
leave it to the stockholders’ memory or 
research to discover the changes from the 
preceding year.” In support of this as- 
sertion the American Institute of Ac- 
countants’ study of annual reports of 525 
companies for fiscal years ending July 
1946 to June 1947 is cited as showing 
that 297, or 57%, of the companies pro- 
vided no comparative reports. The au- 
thor seems to feel that while this may 
be only an irritating inconvenience for 
investors having access to statistical ser- 
vices and financial publications it is a 
serious matter for the small stockholder 
removed from financial centres unless he 
is the rare person who saves reports from 
year to year. While hopeful that subse- 
quent years will show an improvement, 
the writer of the article finds it difficult 
to understand why the movement should 
be so slow. Corresponding information 
which has been supplied for another year 


shows that 18 more companies used com- 
parative statements in 1947 than in 1946. 


The Current Crop of Reports 

A sampling of the current crop of 
1948 reports to stockholders furnished to 
the Securities and Exchange Commission 
with proxy statements indicates a continu- 
ance, but slowly, of the trend to compara- 
tive statements. Six out of 34 companies 
supplied no comparative figures and five 
others supplied comparisons only in con- 
densed summaries. Of another group 
of 58 published reports, 16 reports omit- 
ted comparative figures entirely and 11 
others included prior years’ figures only 
in condensed tables. One of this group 
of 58 companies published only a con- 
solidated balance sheet and a_ balance 
sheet of an unconsolidated foreign sub- 
sidiary. The amounts of the net earn- 
ings and depreciation for the year were 
disclosed in the president's report. 

But let me go back into history a little 
before considering other aspects of the 
annual reports currently being produced. 

Mr. Robert H. Montgomery, who, 
among other appointments, was formerly 
a lecturer on auditing at New York Uni- 
versity, in the first edition of his Axudit- 
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ing Theory and Practice published in 
1912 discussed the major advantages of 
an audit. The sixth in his list was pro- 
tection of stockholders and the public 
with respect to which he said: 


The interests of the real proprietors 
of a business (the stockholders in the 
case of a corporation) should be protect- 
ed in every feasible and reasonable man- 
ner. One way in which such an end 
might be served would be to conform to 
the English method. There stockhold- 
ers elect at the annual meeting a profes- 
sional accountant as the auditor of the 
company for the ensuing year, and his 
report is made to the stockholders and 
not to the officers and directors. 


A corporation which has nothing to 
hide cheerfully sends its balance sheet 
out to its stockholders, and if the latter 
exhibit enough interest in the matter to 
request that the certificate of a profession- 
al auditor be attached, such request will 
probably be complied with. Therefore, 
in every possible and dignified way the 
auditor should impress upon stockhold- 
ers the many advantages to themselves of 
such procedure. 

The value of the publicity of audited 
accounts cannot be over-estimated. In 
a general way all corporations are be- 
lieved to be making unreasonable profits, 
particularly all corporations which in 
any way attempt to serve the public. 

For instance, in New York City, the 
taxicab companies have been attacked in 
the newspapers and one ordinance after 
another has been passed regulating fares, 
all, of course, reducing them. During 
the last four or five years at least two 
millions of dollars have been lost by 
three or four of these companies. Dur- 
ing this time they have not made periodi- 
cal statements to their stockholders nor 
to the public, setting forth these losses 
and the reason therefor. For some mys- 
terious reason publicity has been shunned. 

It is about as certain as anything can 
be that if certified statements of opera- 
tions had been secured and sent to the 
newspapers annually, commencing, say, 
four years ago, a far different state of 
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public opinion would have resulted. 

Corporations which are __ secretive 
about their accounts, or which issue state- 
ments not certified to, have only them- 
selves to blame if they are made the vic- 
tims of hostile legislation. 


Ideals vs. Common Sense 


The iate John R. Wildman, Professor 
of Accounting in New York University, 
under whom some of you may have 
worked on the Warburton Desk Com- 
pany engagement, had something to say 
for the general guidance of auditors. In 
his Principles of Auditing copyrighted in 
1916 he said: 


Ideals are excellent, but they should 
not be allowed to prevail over common 
sense. They should be tempered with 
judgment. Procedure which might be 
quite proper in general would perhaps 
need to be changed in a case, for instance, 
where the stock of a certain corporation 
is all owned by one man, the report goes 
to one man, affects no one in the organ- 
ization but himself and is used for no 
outside purpose. Certain opinions of 
such a man may not coincide precisely 
with those of the accountant. He may 
wish his books kept in a certain way. 
The accountant need feel no offense be- 
cause this is so. He may have the 
opinion that the ideas of the proprietor 
are wrong and that his way of doing 
things are not the most approved, but 
there is no reason why he should drop 
the engagement because of this fact. The 
position of the proprietor may not be a 
variation of principle but represent rather 
a difference of opinion. If such a man 
wishes the accountant to certify to the 
effect that the accounts are right and 
properly kept and the accountant feels 
that they are not all right, it is a differ- 
ent matter entirely. Ethics and honor are 
two things to be zealously guarded. 

Ten years after this was written Pro- 
fessor William Z. Ripley of Harvard 
noted that the Liberty Loan campaigns 
of the first world war led to a great in- 
crease in popular investment in business 
and other corporations. He also ob- 
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served “‘the surprising development of 
employer ownership of corporate securi- 
ties and the spread of customer ownership 
among the electrical public utilities” and 
the tendency after the depression in 1920 
“toward the transformation of hitherto 
purely personal businesses, closely owned, 
into very widely held and loosely gov- 
erned public enterprises”. | The chap- 
ters which follow this introduction to 
Main Street and Wall Street were writ- 
ten in 1926 and 1927 and brought to- 
gether in the book in 1932 — all rather 
significant dates and the title may seem 
somewhat prophetic to some people to- 
day. As most of you may remember, 
Ripley was very critical of financial re- 
porting practices of the twenties and 
earlier but where praise was due he gave 
it as in his citing of United States Steel 
and General Motors. His conclusion 
was that the ‘‘stockholders are entitled to 
adequate information, and the state and 
the general public have a right to the 
same privilege’. Two essentials of an 
adequate statement he held to be a bal- 
ance sheet and income account, The time 
had long passed, he said, when the lat- 
ter may be refused to shareholders. Yet 
the American Institute's study in 1948 
turned up the practice in one per cent 
of its samples. I shall return to Ripley 
later to show how some of his ‘horrible’ 
examples have improved in twenty years. 


Influence of the Stock Exchange 


Any reference to the historical develop- 
ment of corporate reporting would be in- 
complete without proper acknowledg- 
ment of the work of the New York Stock 
Exchange. It appears that listing appli- 
cations of that exchange used as early as 
1900 included agreements to publish de- 
tailed statements of income and expendi- 
tures and a balance sheet giving a detailed 
and accurate statement of condition of 
the company at the close of the fiscal 
year. Today 12 national stock exchanges 
have rules requiring that corporations 
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whose securities are listed shall submit 
annual reports to stockholders. 


A landmark in the development of cor- 
porate accounting and reporting was the 
address of Mr. J. M. B. Hoxsey, the New 
York Stock Exchange's executive assist- 
ant to the Committee on Stock List, be- 
fore the American Institute of Account- 
ants in 1930 following which the Insti- 
tute appointed a committee to cooperate 
with the Stock Exchange in the considera- 
tion of problems of common interest to 
investors, exchanges and accountants. 
This Committee’s correspondence with the 
Stock Exchange initiated in September 
1932 and published in January 1934 dis- 
closed the intention of the Exchange to 
require audited financial statements in 
connection with listing applications made 
after July 1, 1933. The correspondence 
also disclosed the three-way agreement 
among the Exchange, the American In- 
stitute of Accountants and the Control- 
lers’ Institute of America with respect to 
the form of the auditors’ certificate and 
certain accounting principles. 


The S.E.C.’s Influence 

Concurrent with this activity of the 
accountants and the Stock Exchange the 
Securities Act became law in May 1933. 
The Commission organized in July 1934 
under the Securities Exchange Act took 
over administration of the former Act in 
September 1934. Prominent accountants 
assisted the Commission in preparing its 
forms and regulations under both Acts 
and regular practice since that time has 
been to seek the views of accountants, 
registrants, and others in connection with 
the drafting of our accounting regula- 
tions. This practice was followed in the 
preparation of Regulation S-X, our prin- 
cipal accounting regulation, in 1940 and 
in subsequent additions and amendments. 
With the passage of the Administrative 
Procedure Act in 1946 this program be- 
came mandatory. I mention this to em- 
phasize the fact that practising public 
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accountants and representatives of regis- 
trants have had ample opportunity to 
present, and have presented, their views 
with respect to our accounting require- 
ments, which reflect our efforts to elim- 
inate questionable reporting practices and 
to adopt the best practices as promptly as 
they can be determined to have general 
acceptance. 

Except for amendments to cope with 
certain war time conditions, the addition 
of articles applicable to investment trusts 
and the incorporation in the regulation 
of special accounting requirements for 
companies in the promotional and ex- 
ploratory stage previously found in the 
appropriate forms, Regulation S-X has 
not undergone significant revision since 
its adoption. However, we are now en- 
gaged in gathering comments and sugges- 
tions from various sources with a view to 
incorporating in Regulation S-X any new 
developments that appear to be beneficial 
and to eliminating or correcting obsolete 
or presently inapplicable material. In this 
connection we have been interested in 
gleaning any ideas we can from published 
reports to stockholders. These reports, 
while filed with us with proxy state- 
ments, have not generally been subjected 
to our critical review. 


Change For The Better 


The reading of current published re- 
ports and their comparison with various 
studies that have been made in the past 
have been a fascinating and I hope ul- 
timately a fruitful expenditure of time 
and effort. Despite the fact that there 
is still ample opportunity for criticism in 
the small sampling of reports I have ex- 
amined for the purposes of this paper, I 
think even Professor Ripley would have 
to admit that a substantial improvement 
has been made since his book was pub- 
lished. There still appear to be a few 
managements who seem to apply the rule 
advocated for prisoners of war — give 
only your name, rank and serial number. 
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I have observed a number of com- 
mendable changes in 1948 over 1947, 
particularly in the form of the profit and 
loss statement and in the handling of 
appropriations of income or surplus for 
various purposes. As an example of the 
latter, one company, whose reports to 
stockholders (at least from 1935) have 
been presented in commendable detail 
and arrangement but which in 1947 and 
earlier years deducted provisions for gen- 
eral contingencies in the statement of in- 
come before arriving at ““Net Income for 
year, as adjusted”, in 1948 reported an 
addition to the contingency reserve as a 
direct charge to earned surplus. Com- 
ment of the president of the company on 
this change was: ‘Following a sugges- 
tion made by the New York Stock Ex- 
change to all corporations whose securi- 
ties are listed on that Exchange, the 
income statement is presented without 
deduction for additions made during the 
year to the general reserve for contin- 
gencies.” 

Another very large corporation in 1946 
closed its “Statement of Earnings’ in 
three lines: 

Earnings before provision for 

contingencies . : 

Provision for contingencies 


Net earnings after provision 
for contingencies 

Dividends were then deducted and the 
opening balance of earned surplus was 
added to arrive at earned surplus at the 
end of the year. In 1947 and 1948 this 
company’s statements of earnings closed 
with the unequivocable caption ‘‘Net 
Earnings’’, after which dividends on pre- 
ferred and common stocks were deducted 
successively. ‘Earnings retained in the 
business at beginning of year’’ was then 
added to the uncaptioned balance of earn- 
ings. Deductions, including “Appropria- 
tion for contingencies’, resulted in 
‘Earnings retained in the business at end 
of year’. The related statement of fin- 
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ancial position at December 31, 1947 and 
1948 was presented in the new form ad- 
vocated by some accountants. In this 
statement the reserve for contingencies is 
grouped with capital stock and retained 
earnings to support the “Excess of assets 
over liabilities’, one of three highlighted 
captions on the statement, the others be- 
ing “Current assets’’ and “Working cap- 
ital”. To complete this reference one 
of the notes must be quoted: 

In the years 1941 to 1947, the Board 
of Directors set aside amounts aggreg- 
ating $10,000,000 as an addition to the 
reserve for contingencies, having in mind 
the losses which might result from an 
abrupt decline in inventory prices and 
other unpredictable contingencies. In 
view of the continued high level of com- 
modity prices during 1948, the Board 
made an addition of $1,500,000 to this 
reserve. The Reserve for Contingencies 
represents an appropriation of earnings 
retained in the business but will not be 
used to relieve future income of charges 
properly applicable thereto. 

This language first appeared in the 1947 
report. The American Institute of Ac- 
countants’ Research Bulletin No. 28 re- 
lating to contingency reserves appeared 
in July 1947, and Bulletin No, 31 re- 
lating to inventory reserves was dated 
October 1947. Similar election by other 
companies of this method of reporting 
additions to reserves of the type in these 
two examples, it seems to me, would have 
avoided much confusion in financial re- 
porting to investors in company reports, 
press releases and discussion in financial 
periodicals, and probably would have 
avoided the necessity for the publication 
by the Institute of Bulletin No. 35 in 
October 1948. This bulletin makes a 
sound recommendation which should be 
followed by all companies reporting for 
the benefit of public investors, i.e., ‘‘that 
the net income for the period be shown 
henceforth without deductions or addi- 
tions of items which are properly 
[italics supplied] excluded from the 


determination of net income’. The items 
referred to relate to general purpose con- 
tingency reserves and inventory reserves 
previously mentioned, and excessive costs 
of fixed assets and annual appropriations 
in contemplation of replacement of pro- 
ductive facilities at higher price levels 
discussed in the Institute’s Research Bul- 
letin No. 33, all items which I think 
properly should be excluded from the 
determination of income. Bulletin 35, 
however, also would exclude as deduc- 
tions from or additions to income certain 
so-called extraordinary charges and cred- 
its referred to in the Institute’s Research 
Bulletin No. 32, an exclusion to which 
we have objected, and so advised the 
Institute when the bulletin was issued, 
on the grounds that misleading financial 
statements might result. 


Before leaving the second of my ex- 
amples it may be noted that the “State- 
ment of Earnings’ substantially meets 
the income statement requirements of 
Regulation S-X and in addition, bymeans 
of a printing device, appropriately high- 
lights four items, “Earnings from oper- 
ations”, ‘Net earnings’, “Earnings ap- 
plicable to common stock” and “Net 
earnings a share of common stock”’. 


Newfangled Gewgaws 


Twenty years ago Professor Ripley, in 
commenting upon the annual reports of 
the largest corporation in an important 
industry, stated: 

For concerns like the [“X"] Company 
such newfangled gewgaws as income ac- 
counts or depreciation simply do not exist 

. Diminutive, dainty, tied up with 
fancy string, perhaps, these reports are 
tenderly reminiscent of the parties of our 
youth; the secretive tactics of the 

{"*X""] Company, later to be commented 

upon, are quite commonly ascribed to a 

desire to entrench itself beyond all pos- 

sible competition as a low-cost producer 
before divulging the profitableness of its 

business to possible rivals; and, [after . 

referring to another company’s question- 
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able use of reserves to juggle profits] 
["X" ], whether dominated by the same 
group in management or not, are alike 
notorious for obfuscation in this regard 
... The [“X”"] Company, with 15,657 
shareholders in 1925, the largest manu- 
facturer of its kind in the world, has 
likewise roughly handled its accounts, al- 
ways on behalf of those ‘in the know’. 
Net earnings after the war, as reported, 
Jong failed to reflect the full measure 
of profits, through resort to all sorts of 
fancy charge-offs to depreciation. His- 
tory does not relate whether this con- 
cealment of profits was to discourage in- 
dustrial competition for the time being, 
or was, as rumored, on account of the 
heavy war taxes on corporate income. 
Anyhow, all of a sudden came an abrupt 
abandonment of this ultraconservative de- 
preciation policy in 1922. The number 
of shares was multiplied sevenfold, ac- 
companied by an increase four times over 
in the amount of dividends paid. This 
fulguration through the long overdue dis- 
closure of earnings was, of course, at 
once reflected in bounding quotations for 
the stock. 

And now for the income accounts! The 
niggardly [“X’’] Company, in its three- 
by-four inch balance sheet, stingy even 
of prepositions, gives us this and nothing 
more: ‘Earnings, Year 1925.’ Such a 
policy, mysterious or macabre, invites the 
comment that the record is either too 
good or too poor to be frank about either 
way. Once again, maintenance and de- 
preciation items would be elucidating. 


Gold Paper Cover 


The earliest report to stockholders of 
this company appearing in our proxy 
files is for 1942. This one measures 
73 inches by 81/, inches, or four times 
the area of the 1925 report, and no fancy 
ribbons tied to it! Gross sales for the 
current and prior year are disclosed in 
the president's letter, and depreciation 
for the year appears in the income state- 
ment but the fixed assets are covered by 
a single caption in the balance sheet, 
“Plants, real estate, machinery, intang- 
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ibles, etc. (at cost in cash or capital stock, 
less allowances for depreciation)”. The 
first filing on Form 10 and subsequent 
annual reports on Form 10-K filed with 
the Commission disclose that prior to 
1944, when extensive plant studies were 
completed, no analysis of the company’s 
property account was available and de- 
preciation was credited to the asset ac- 
count. An analysis for subsidiaries was 
shown in a schedule. The amount of 
accumulated depreciation was first pub- 
lished for 1944, the year in which in- 
tangibles were written off to capital and 
earned surplus. The next significant 
change in this company’s published re- 
ports was for 1945 when the income 
statement was improved to show ‘‘Net 
sales” and “Cost of sales’’ and otherwise 
was substantially in the form prescribed 
by our Regulation S-X. A four page 
glossy insert presented pictures of the 
company’s products. The company elected 
a new president during that year. In 
1946 the four page glossy insert carried 
photos of typical operations in the com- 
pany’s plants — no other significant 
changes appeared. In 1948 the company 
recognized its fiftieth anniversary by 
putting a gold paper cover on its report 
for 1947. More significant changes for 
the reader, however, were the addition 
of a page devoted to a summary of oper- 
ations of the “we received” — ‘we ex- 
pended” type with the principal items 
also stated in cents per dollar of income. 
Two pages are devoted to simple bar 
charts showing ten-year comparisons of 
net sales, employees, payroll, stockholders 
and dividends. These charts show that 
in 1947 the company had approximately 
30,000 employees and 65,000 stockhold- 
ers, all of whom were potential if not 
active customers of the company. For 
1948 the company’s report — now grown 
to 81/, by 11 inches — appeared in a 
glossy cover with a night view of the 
plant on the front and a highly attractive 
picture of the product just inside. As a 
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whole the report is a strong competitor 
of reports of other companies which have 
established a reputation for excellence. 
The ten-year charts are cleverly presented, 
the text is readable and illuminating on 
such subjects as depreciation, reserves for 
high-cost plant additions and inventory 
(appropriated from earned surplus), em- 
ployee relations, expansion plans, and so 
on. Composition of the fixed asset total 
in the balance sheet is disclosed in a foot- 
note. But the company disregards the 
Institute's recommendation with respect 
to income and surplus by deducting sub- 
stantial appropriations to reserves for 
high-cost plant additions from “Net in- 
come for the year” before adding the 
first-of-the-year balance of “Unapprop- 
riated earned surplus’. This latter title 
suggests another look at the balance sheet 
presented in comparative form, as were 
the combined income and surplus state- 
ment and supporting balance sheet notes. 
The following presentation warrants 
consideration in our search for improved 
forms: 
Earned surplus (retained for use in the 
business): 
Appropriated: 
Insurance and contingent reserve ..... 
Reserve for high-cost plant additions 
ENVORIOLY  TOBCLVE ns .ccisecisccnescenssecisssce 
Unappropriated ............. Pees ma autres 
I have devoted considerable time to 
this one example for I think it may be 
considered fairly typical of the metamor- 
phosis of financial reporting in the last 
twenty-five years. 


S.E.C.’s Report to Congress 

In June 1946 the Commission made a 
report to Congress entitled ‘‘A Proposal 
to Safeguard Investors in Unregistered 
Securities”. This report contained a 
study of reports to stockholders of com- 
panies not required to file reports with 
the Commission but having 300 or more 
stockholders and $3,000,000 or more of 
total assets. This study attracted quite a 
little attention, particularly among ac- 


countants. The study included reports 
of 119 companies while 39 other com- 
panies whose reports were solicited 
through a nongovernmental channel eith- 
er did not reply or refused to furnish 
their reports. 

A current check of our files reveals 
that of these 119 companies 18 have siace 
filed registration statements with the 
Commission and one company which did 
not reply to the request for a report has 
registered and now files annual reports 
with us. Five additional companies in- 
cluded financial statements in applications 
for exemption from the registration pro- 
visions of the Securities Act of 1933, two 
of these being from companies which 
did not submit reports in connection with 
the study; the other three companies’ re- 
ports show improvements in some re- 
spects but not on all points criticized. 
One company included in the study (on 
which work was completed in May 
1945) listed its stock on the New York 
Curb Exchange and filed a registration 
statement in November 1945. The first 
annual report filed with us thereafter was 
for 1945 and included a printed report 
to stockholders identified as in partial 
answer to the item of the form requiring 
a brief description of material changes 
during the year in the general character 
of the business done by the registrant 
and its subsidiaries. The 1944 report of 
the company, which was not certified by 
independent public accountants, had been 
criticized in our study for failure to total 
current assets and current liabilities, to 
show the amount of reserve for doubtful 
accounts, to classify inventories and to 
give adequate details with respect to 
capital stock. No such criticisms were 
necessary with respect to the certified fin- 
ancial statements contained in the 1945, 
1946 and 1947 annual reports. 

Published reports of four other com- 
panies criticized in the study were found 
in the proxy files — the earliest for 1945 
indicating abandonment of non-registered 
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status before the study was published. 
Two of these with little to correct had 
improved somewhat, and one was sub- 
stantially improved. But the most serious 
case of this group charged with six 
breaches of good practice, including fail- 
ure to show the amount of sales, was no 
better in 1948 than it had been in 1944. 
This company’s “Summary of Income and 
Expense” ends with the caption, “Surplus 
net profit” suggesting perhaps somewhat 
the same idea as the Helen E. Hokinson 
cartoon in the Girard Trust Company 
report, “How much would the tax be if 
I leave it ALL to the Government?” 
Our files suggest the possibility that while 
the certifying accountant in this case ap- 
pears to have been in practice for many 
years, he may not have had much exper- 
tence with clients with securities listed 
on stock exchanges. Nevertheless, none 
of the faults charged against the pub- 
lished financial statements appeared in 
those contained in a registration state- 
ment filed by this company with the Com- 
mission in July 1946. Of interest in this 
connection is an analysis made last year 
which showed that while the certification 
of the financial statements of 2,265 reg- 
istrants for 1946, with aggregate assets 
of 100 billion dollars, was participated 
in by 416 independent accountants or ac- 
counting firms, 279 accountants or firms 
each certified to financial statements for 
only one registrant and 58 firms certified 
to only two each. 


Principal Failures In Presentation 

Returning to our 1946 study, we found 
that the principal failures in presentation 
were nondisclosure of sales and cost of 
sales, combining of cost of sales with 
other operating expenses, failure to class- 
ify inventories and indicate basis of val- 
uation, failure to classify fixed assets and 
to disclose the amount of the accumu- 
lated depreciation, and failure to ade- 
quately describe capital stock issues. The 
American Institute of Accountants’ survey 
of 525 corporate reports for 1946-1947, 
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which includes both registered and non- 
registered corporations, revealed sub- 
stantially the same deficiencies, among 
others, with the non-registered companies 
showing the higher proportion of fail- 
ures. The Institute’s report covering the 
same companies for the succeeding year 
and additional companies not included in 
the tables reveals a little improvement 
in most categories. A shift by some 30 
companies from the multiple step form 
to the single step form of income state- 
ment seems to correlate with an increase 
in nondisclosure of cost of sales and gross 
profit. These two items disappear en- 
tirely when the single step form presents 
employment costs and material costs sep- 
arately — a form of presentation de- 
plored by some financial analysts and not 
accepted as compliance with the pro- 
visions of Regulation S-X with respect 
to profit and loss or income statements. 
This approach, it seems to me, is more 
appropriately presented in more informal 
fashion in the text of the report or in a 
supplementary statement than in the for- 
mal certified financial statements, a pro- 
cedure followed by a number of leading 
corporations, including Du Pont and 
General Motors. In a group of 92 re- 
ports scrutinized in the course of prepar- 
ing this paper I found 32 with some 
form of single step income statement 
(including 12 which deducted income 
taxes or extraordinary items separately — 
ten of these being certified by the same 
firm of certified public accountants). 
Only seven of the statements presented 
employment costs and material costs 
separately — four being certified by the 
same firm of accountants and the other 
three divided between two firms. 

A short time ago, on another occasion, 
I discussed some of the recent develop- 
ments in the presentation of financial 
data. These included the recommenda- 
tions from several sources for account- 
ants to abandon or clarify their use of 
the term reserve and to use new termi- 












nology in place of surplus. I think it is 
clear that these recommendations are 
being considered favorably. Of the 92 
reports just referred to, those for 25 
companies show “Earnings retained in the 
business’, or similar language, in lieu of 
earned surplus, and eight others show the 
term as a parenthetical alternative, as in 
the General Motors balance sheet. In 
these 33 cases, 17 involved balance sheets 
certified by one firm of accountants while 
three were in a group of 19 statements 
certified by another firm. In 33 of the 
92 cases the term ‘‘reserve” was not used 
in the balance sheet in connection with 
doubtful accounts and depreciation. 

I was interested also in noting the ex- 
tent to which prepaid expenses were in- 
cluded in current assets. This procedure, 
you will recall, was recommended un- 
animously by the 21 members of the 
Institute's Accounting Procedure Com- 
mittee and published in their Research 
Bulletin No. 30 in August 1947. Twenty- 
four of the 92 reports (including 18 
certified by one firm) followed the prac- 
tice; all 19 reports certified by another 
firm did not. (Since I have indicated 
a rather heavy concentration of reports 
certified by two accounting firms, I should 
state that altogether there were 23 firms 
represented, some with only one report.) 

Consideration is being given to the 
specific inclusion in Regulation S-X of 
the substance of these Institute pro- 
nouncements with respect to surplus, re- 
serves and prepaid expenses. At present 
this regulation does not prohibit their 
being complied with, for Rule 3-01 
provides that statements may be filed in 
such form and order, and may use such 
generally accepted terminology as will 
best indicate their significance, and pre- 
paid expenses may be shown as current 
assets or deferred charges. 


Statement of Amounts in 000’s 


A recent inquiry raised a question, not 
specifically answered in Regulation S-X, 
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which may trouble those who do not 
have an extensive SEC practice. The 
question related to the rule which permits 
the expression of money amounts in 
thousands of dollars in statements and 
schedules, provided an indication to that 
effect is inserted beneath the caption of 
the statement or schedule, or at the top 
of each money column. The rule further 
provides that zeros need not be substi- 
tuted for the omitted figures. (Incident- 
ally I can recall only one company which 
takes advantage of this rule and in doing 
so it gets highly involved in the use of 
asterisks to identify figures not expressed 
in thousands. Statisticians of the Com- 
mission tell me that perhaps one per cent 
of the annual reports apply the rule.) 
The specific question was whether all of 
the provisions of this rule applied also 
to financial statements and schedules ex- 
pressed in dollars only, with cents omit- 
ted. My answer, of course, was that it 
was not necessary to indicate beneath 
captions, or at the top of money columns, 
or to substitute zeros when the figures 
for cents were omitted. Of the 92 pub- 
lished reports referred to previously, 45 
omitted cents and 47 balanced to the last 
cent. There is no discernible pattern 
(size, age, certifying accountant, line of 
business, etc.) influencing the choice. 
Ripley, in the twenties, ridiculed the pub- 
lication of large amounts carried out to 
the last penny, as conveying an assurance 
of exactness that could not be. I should 
think the obvious economies in composi- 
tion and neatness of presentation would 
cause more companies to drop the cents. 
Perhaps those who retain the cents feel 
that the psychological factors favor great- 
er confidence in the figures when cents 
are shown. I am inclined to doubt it. 


Some General Impressions 
In addition to the foregoing I gained 
a few general impressions: an occasional 
substantial item of treasury stock shown 
as an asset; cost of sales and gross profit 
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all too frequently concealed by including 
selling, general and administrative ex- 
penses with cost of sales; depreciation for 
the year not disclosed in a few cases — 
apparently included with costs and ex- 
penses but not mentioned; depreciation 
shown separately among expenses with 
no reference in cost of sales to its ex- 
clusion from that figure; and several cases 
in which depreciation is treated as an- 
other deduction from income along with 
interest, far down the page, from “Net 
profit from operations”’. 


There is one other feature of financial 
reporting to which I wish to call atten- 
tion and to invite comments as to form, 
general usefulness and whether it should 
be incorporated in SEC requirements — 
the Statement of Application of Funds. 
This form of statement was considered 
during the formative stages of Regula- 
tion S-X but considerable difficulty was 
encountered in designing a form, accept- 
able to all of the collaborators, that was 
felt could be prepared by all companies 
with a reasonable expenditure of effort 
commensurate with the benefits antici- 
pated. 


Of the 92 reports I have been using 
as raw material for this paper, 11 con- 
tained a statement of application of funds 
in the generally recognized sense of an- 
alyzing the change in working capital 
by adjusting net income for non-cash 
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charges and accounting for non-operating 
sources and uses of funds, and 19 pre- 
sented a simplified operating statement 
accounting for the disposition of total 
sales revenue or the sales dollar. One 
company is counted in both groups and 
two of the latter group also presented 
a hybrid form of source and disposition 
of funds chart. 


Lack of Precision 


From a critical professional point of 
view nearly all of these statements suffer 
to some extent from a lack of precision 
in the use of terms, due, it appears, to 
experimentation in developing the form 
to appeal to the lay reader. For example, 
one two-year comparative form is called 
an “Informal Funds Statement’ and 
labels the two parts “ ‘Source of cash’ ” 
and “ ‘Use of cash’"’. The use of quotes 
on the titles appears to indicate a tech- 
nical reservation, and properly so, I think, 
for I am somewhat doubtful that ‘“Re- 
served for depreciation” is a source of 
cash or that the balancing item ‘Added 
to working capital” is entirely comprised 
of cash. This example merely demon- 
states the difficulty in reconciling technic- 
ally correct use of terms with a simplified 
presentation. 

Simplified operating statements run 
into similar difficulties. The following 
is one of several well presented sum- 
maries: 


HOW THE COMPANY USED 
ITS 1948 GROSS INCOME OF $493,724,000 


$276,053,000 
except 
benefits, 


wages, 


46,307,000 


property used up in producing income 


Spent for products, materials, services and all expenses, 
commissions, 


and employee 


9.4% 


(depreciation, depletion and retirements), 


32,368,000 


$ 66,365,000 
18,137,000 
54,494,000 


$493,724,000 


Left for wages, commissions, and employee benefits, 
dividends to stockholders, 
use in the business 


direct taxes (other than those collected on the 
sale of products). 


6.6% 


13.4% 
3.7% 
11.0% 


100.0% 








a | 











Here again I think it is clear that “Spent 
for’ is an incorrect term to apply to 
“Properly used up in producing income”’. 
The company Ripley so roundly criticized 
in my earlier references presented a sim- 


Source of funds: 
Net profit a 
Capital stock sold 
Preferred shares ...... ea 
Common shares 





Serial notes issued 


Disposition: 
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ilar statement with the added feature of 
setting out separately ‘Officers’ salaries 
for management of the business’’. 

One innovation turned up in the lot, 
as follows: 


$11,491,691 


$ 1,737,214 


2,847,760 4,584,974 





1,175,652 


$17,252,317 


Excess of capital expenditures over provision for deprecia- 


tion and sales of property 


Increase in deferred charges, etc. ........... 


Mortgages paid ....................... 
Dividends 
Preferred shares 


Common shares . 





Increase in net Current assets. ............ccccssecsserees 


Note that this solution avoids the con- 
fusing theory that depreciation is a source 
of funds — an idea that has been under 
fire in current discussions of these state- 
ments. 

I have no carefully worked out solu- 
tion to this problem and I do not want 
my comments here to be construed as 
discouraging the use of either of the 
forms of analysis in common use until. 
a technically sound and at the same time 
useful solution is found. A proposal that 
the proper approach is to begin with sales 
or gross revenue suggests the possibility 
of combining certain features of the sim- 
plified income statement and the source 
and disposition of funds statements re- 
sulting in a conversion of accrual account- 
ing results into a modified statement of 
cash receipts and disbursements. 


A New Idea 
One old company which reported com- 





$ 3,935,161 
770,430 
230,167 


407,542 


3,496,146 8,839,446 





$ 8,412,871 






plete conversion to a modern product in 
1948 also came up with a much improved 
annual report which contained one idea 
I have never seen before. In the centre 
of the asset side of the balance sheet ap- 
pears a box as follows: 

Working Capital: 


BEY ae Bisa cesscicexicancz 

The figures are quickly checked by a 
glance at total current assets and total 
current liabilities. The working capital 
figure is given prominence by this de- 
vice without doing violence to the old 
principle that assets and liabilities should 
not be netted in the balance sheet. 

In conclusion, although I think, as did 
the financial writer to whom I referred 
in my opening remarks, that ‘“Too Many 
Annual Reports Still Are Guessing 
Games’’, I am convinced that the amount 
of guessing required of investors is be- 
ing reduced. 























Professional Notes 


ALBERTA 

William F. Reid & Co., Chartered Ac- 
countants, Calgary and Brooks, announce 
that with the retirement of Mr. John R. 
Hardie, C.A. from the partnership, the prac- 
tice will be continued under the firm name 
of William F. Reid & Co., 610-613 Lancaster 
Bidg., Calgary, and Wirz Block, Brooks. 

* * + 

Mr. Wilfrid Stempel, C.A., Calgary and 
Lloydminster, announces that his Lloydmin- 
ster practice has been assumed by the firm 
of Stempel, Harris & Fingarson, Chartered 
Accountants, with offices in Regina, Sas- 
katoon, Battleford, Lloydminster and Cal- 
gary. 

e . * 

Messrs. Glenn A. Treacy, B.Com., C.A. 
and Garnet F. Nelson, C.A. announce the 
formation of a partnership under the firm 
name of Treacy, Nelson & Co., Chartered 
Accountants, with offices at 203 Wilkin 
Bldg., Edmonton. This firm will conduct 
the former practice of Denholm, Treacy & 
Co., Chartered Accountants. 


ONTARIO 
Mr. Frank P. Gibbs, C.A., F.C.LS., Strat- 
ford, announces the admission to partnership 
of Mr. Philip F. J. Kendall, C.A. Hence- 


forth the practice will be conducted under 
the firm name of Gibbs & Kendall, Char- 
tered Accountants, Reynolds Bldg., Strat- 
ford. 


Hamilton and District 
Chartered Accountants Association 


On October 14, 1949, a group of some 
fifty chartered accountants in the Hamilton 
district met for dinner in Hamilton and 
elected a permanent committee of seven 
members under the chairmanship of Mr. J. S. 
Reeves. 

The speaker of the evening, Mr. R. F. 
Bruce Taylor, F.C.A., manager of the Tor- 
onto office of the Foreign Exchange Control 
Board, discussed the current problems in 
foreign exchange control, explaining the op- 
eration of the board and some of the prob- 
lems which it encounters in enforcing its 
regulations and policies. A question period 
followed Mr. Taylor's address. 

The new association is planning to have 
three or four further meetings of this type 
throughout the coming winter. 


QUEBEC 
Mr. Pierre Fortier, C.A., announces the 
opening of an office for the practice of his 
profession at 196 Main St., Hull. 


















— dealing more directly with 
the subject of education as it per- 
tains to the chartered accountant in 
Canada, it would seem desirable to ex- 
plain in summarized form the constitu- 
tion of the profession in this country. 


The Institutes 

In each Province of Canada there ex- 
ists an Institute of Chartered Accountants 
incorporated by statute enacted by its 
provincial Legislature. Some of these 
statutes were enacted as far back as 1880. 
Under the powers accorded by the rele- 
vant Act of incorporation, the members 
of each Institute have adopted by-laws 
and rules of professional conduct for its 
government. As provided therein, the af- 
fairs of each Institute are supervised by 
a Council which is elected at the annual 
general meeting of the Institute. In cer- 
tain provincial Institutes the offices of 
president, vice-president, secretary and 
treasurer are filled by persons elected by 
the membership at large, and in others 
such elections are made by the Council 
itself. 

Among other things, the Acts of in- 
corporation and by-laws provide for the 
holding of examinations to be passed by 
candidates for membership in the Insti- 
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An outline of the system in operation in 
Canada for the training of chartered accountants 


By W. G. H. Jephcott, F.C.A. 


tutes and the plan of education to be 
followed by students in preparing there- 
for. In most Institutes the student is 
required to become registered or articled 
with the Institute as a student-in-accounts 
and to serve in the office of a practising 
chartered accountant for a period of five 
years, subject to some reduction in the 
case of students holding a university de- 
gree. Thus, for a Bachelor of Arts, the 
period is reduced by one year, whereas 
a Bachelor of Commerce is afforded an 
exemption of two or more years. In 
order to become a registered student-in- 
accounts, the applicant must have at least 
a senior matriculation standing and fill 
certain other requirements. The by-laws 
of the Institute normally provide that 
only a limited number of students may 
be qualified for registration by employ- 
ment in a chartered accountant’s office. 
Thus, in Ontario, this is restricted to 
three students for each practising char- 
tered accountant in the practitioner's of~ 
fice. 


The Prescribed Course 


The student follows a prescribed 
course of study during the five years of 
his registration and employment, and is 
required to pass successive sets of ex- 
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aminations, namely, the primary at the 
end of the first year, the intermediate at 
the end of the third year and the final 
at the end of the fifth year. If he does 
not succeed in passing an examination he 
is required to sit for it again successfully 
before proceeding to later examinations 
although, in the meantime, he is allowed 
to proceed with a further year of study 
in the prescribed courses. In Ontario, 
with a view to eliminating at a reason- 
ably early stage students who are not like- 
ly to succeed in passing the final examina- 
tions and so gaining entrance to the In- 
stitute, those who fail to pass the primary 
examinations by the second attempt and 
the intermediate examinations on or be- 
fore the third attempt are prohibited 
from proceeding further. Although in 
most matters there is a substantial degree 
of uniformity between the rules followed 
by the different provincial Institutes, each 
is a self-governing body and it will be 
understood therefore that some variation 
occurs between Provinces as each Insti- 
tute deals in some measure with its own 
prevailing conditions. 


The Dominion Association 

In addition to the Institute in each 
Province, there exists the Dominion As- 
sociation of Chartered Accountants which 
is a body for correlating the activities 
of the provincial Institutes and is com- 
prised of the members of such Institutes. 
Thus, when a candidate becomes a mem- 
ber of a provincial Institute he also be- 
comes ipso facto a member of the Do- 
minion Association and a portion of the 
membership fees which he pays annually 
to his local Institute is remitted to the 
Dominion Association to provide it with 
revenues with which to finance its opera- 
tions. The Dominion Association of 
Chartered Accountants is governed by a 
Council of about thirty members com- 
prised of the delegates of the provincial 
Institutes. Its executive committee is 
comprised of its past president, president, 
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first vice-president, second vice-president, 
first regional representative, second reg- 
ional representative and treasurer, who 
hold office for one year. These officers 
are delegated for election by the various 
Provinces which they represent in a speci- 
fied rotation and it is arranged that the 
president shall be a member of the pro- 
vincial Institute where the annual meet- 
ing of the Dominion Association is to be 
held in each year. There are numerous 
other committees of the Dominion As- 
sociation which are appointed from its 
members from time to time to perform 
duties as assigned, such as those dealing 
with accounting and auditing research, 
education and examinations, legislation, 
and magazine and publications. 


Examinations 


Examinations are normally held once 
in each year in the late fall or early 
winter. The primary examination is con- 
ducted entirely by the local Institute in 


each province as regards the setting and 
marking of papers, determination of 
passing percentages, announcement of re- 
sults, etc. The subjects covered are some- 
what as follows: 
Accounting 
Mathematics 
Mercantile and statute law 1 paper 
With a view to promoting a more uni- 
form standard of professional attainment 
for chartered accountants throughout the 
Provinces of the Dominion, it was de- 
cided in 1938 to hold uniform examina- 
tions through all of the Provinces at the 
intermediate and final levels. These ex- 
aminations are conducted through the 
agency of a Board of Examiners-in-Chief 
which is responsible to the Committee on 
Education and Examinations of the Do- 
minion Association of Chartered Ac- 
countants. The latter committee is com- 
posed of a chairman appointed by the 
Dominion Council and of a member 
from each provincial Institute and it 
meets at least once a year at the time of 


2 papers 
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the annual meeting of the Dominion As- 
sociation. The Board of Examiners-in- 
Chief consists of a chairman who is also 
appointed by the Dominion Council and 
of three other members representing 
three of the provincial Institutes which 
are selected from time to time by the 
larger committee to delegate a member 
to act in this capacity. 

The Board of Examiners-in-Chief 
supervises the setting of the examina- 
tion, the establishment of rules for the 
conduct of the examination and the 
marking of the papers. Originally the 
setting of the papers and the marking 
of the same was effected on behalf of 
the Board, but under its direction, by ex- 
aminers selected in the various Provinces, 
but latterly a more centralized plan has 
been evolved whereby the examinations 
are set and marked in the locale of the 
Dominion Association secretariat in To- 
ronto, Ontario. It should be pointed out, 
however, that each of the Provinces re- 
tains its full rights with regard to the 
holding of examinations for its students 
and it employs the central Board of the 
Examiners-in-Chief as an agency for as- 
sisting it in this matter, thus producing 
uniformity in effect. Under the uniform 
plan the intermediate examinations, which 
are ordinarily written at the conclusion 
of three years’ instruction and experience 
in a normal five year span, consist of the 
following: 

Accounting 

Auditing 5 sso 2 -PADEES 

Mercantile and statute law ........ 2 papers 
Having passed successfully the intermed- 
iate examination and pursued a further 
course of academic instruction and prac- 
tical experience as a registered student- 
in-accounts for two years, the candidate's 
final examination consists of the follow- 
ing: 

Accounting, including 

(a) Business investigations, 
(b) Costs, budgetary control and 
systematizing, 
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(c) Dominion Income Tax Act, Com- 
panies Act, and other Dominion 
statutes involving matters of an 
accounting nature, and 

(d) Consolidations, executorships and 
trusteeships 

Auditing 
(It should be noted that, in addition to 
the uniform examinations above describ- 
ed, many of the Institutes also require the 
candidate to pass an examination on the 
subject of Economics which is adminis- 
tered locally and not as a part of the 
uniform plan.) 

The required passing mark is a min- 
imum of 50% per paper and an average 
of 60% per subject. The attainment of 
a supplemental standing is allowed in 
the final examinations only. 

In qualifying themselves academically 
to write the three sets of examinations 
described above, the various Provinces 
have different prescribed courses of study 
which must be followed by the student 
and these courses vary in some degree 
as between Provinces. The course most 
generally employed is a correspondence 
course which is conducted on behalf of 
the Institute of Chartered Accountants of 
Ontario by the School of Commerce and 
Administration of Queen’s University, 
located at Kingston in that Province. 
Thus, by arrangement, these courses are 
not only utilized by the Institute in On- 
tario but also by the Institutes in Nova 
Scotia, Prince Edward Island, New 
Brunswick, Alberta and British Colum- 
bia. In the last named Province the 
course material, includes well 
known text books by recognized authors 
as well as the material prepared directly 
by the University, is administered on a 
lecture basis rather than by correspond- 
ence as the location of the students makes 
this feasible. 


The Queen’s Course 


The Ontario courses are designed not 
only to prepare students for the passing 


which 
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of examinations but also for the practice 
of the profession which they have chosen. 
Under an agreement entered into between 
the Council of the Institute and Queen’s 
University in 1920, the University and 
the Institute collaborated in the prepara- 
tion of a series of written courses, tui- 
tion in which, as above stated, is given 
by the correspondence method. 

There are now five yearly courses in 
operation, one course of twenty-six les- 
sons for each of the five years which all 
candidates (other than university grad- 
uates) are required to serve. Each of 
these five courses has been prepared, and 
is periodically revised, by Queen’s Uni- 
versity in collaboration with practitioners 
in Ontario and so represents the work of 
men versed in the practice of accounting 
and experienced in the art of instruction. 
In designing the courses, the authors have 
kept constantly in mind that the students 
would not be devoting their whole time 
to study but would concurrently be ac- 
quiring a practical experience in the work 
of a chartered accountant and a theor- 
etical knowledge of the art of accounting. 
Thus, the courses are intended to help 
the student co-ordinate and systematize 
the results of his practical experience. 


Each of the five year courses consists 
of twenty-six lessons. The first year 
course comprises seventeen lessons de- 
voted to the subject of accounting prin- 
ciples and practice, six to law and three 
to auditing. 

The second year course comprises 
fourteen lessons devoted to the subject 
of accounting principles and practice, 
eight to auditing and four to law. 

The third year course comprises thir- 
teen lessons devoted to the subject of 
accounting principles and practice, nine 
to auditing and four to law. 

The fourth year course which, with 
the fifth year course, spans the period 
between the intermediate and final exam- 
inations is comprised of twenty-one les- 
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sons devoted to the subject of accounting 
principles and practice, two to auditing, 
two to business investigations and one to 
statistics. 

The fifth year course is comprised of 
seventeen lessons devoted to the subject 
of accounting principles and practice, one 
to auditing, three to business investiga- 
tions and five to economics. 

In form, each lesson in the course de- 
votes considerable space to instructional 
material and makes assignments to the 
reading of certain passages in related 
text books. The lesson is terminated 
with a series of questions and problems 
which the student is required to solve 
without reference to the preceding in- 
structional material, submitting _ his 
answers regularly to the University for 
correction, criticism and return. The 
student is required to observe certain 
rules with regard to the periodical sub- 
mission of his answers in relation to each 
course lesson and a record of his grad- 
ings, as accorded by the University in- 
structors, is maintained and periodically 
transmitted to the Institute registrar. If 
a student fails to gain a certain rating 
in these exercises he may be disqualified 
from writing the ensuing examinations 
and also be required to rewrite those 
lessons in which he received an unsatis- 
factory grading. 


Other Courses 


In other Provinces different methods 
of instruction are employed. Thus, in 
the Province of Quebec a series of lec- 
ture courses is conducted in collaboration 
with certain English and French-speaking 
universities of that Province. The lec- 
tures cover much the same material and 
utilize the same basic recognized text 
books as the Ontario Institute correspond- 
ence course. In the Province of Mani- 
toba a lecture course is provided in con- 
junction with the provincial university. 

In each of the lecture courses referred 
to the student is required to solve ques- 
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tions and problems submitted from time 
to time and in some cases he is not 
allowed to proceed to the examinations 
unless a certain degree of proficiency 
therein is indicated by the marking of 
such exercises and problems. In Sas- 
katchewan a correspondence course pro- 
vided by the Shaw Business Schools of 
Toronto is employed in conjunction with 
a series of lectures. 

It is recognized that the procedures 
evolved and followed by the different 
provincial Institutes in relation to exam- 
inations and education up to the present 
have not been entirely satisfactory. As a 
consequence their members, who are 
keenly interested in the progress of the 
students and assume a large measure of 
responsibility for their practical and ac- 
ademic training, are constantly striving 
to bring out new plans for their improve- 
ment. 


A Proposed Uniform Course 


The Dominion Association of Char- 


HANDSOME IS AS 


E ARE indebted to The Federal 

Accountant (Australia) which 
gives credit to the Christchurch, N.Z. 
Star-Sun for the following story. 


Some weeks after receiving £400 com- 
pensation for the loss of some jewellery, 
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tered Accountants has under considera- 
tion the preparation of courses which 
would be used universally throughout 
Canada in leading to the uniform exam- 
inations. It is recognized, however, that 
such a course would have to be equally 
adaptable to either the correspondence or 
the lecture system, having in mind that 
whereas in Ontario the students are em- 
ployed in offices at many locations 
throughout the Province, in other Prov- 
inces most of the audit and accounting 
profession is carried on in certain large 
communities where the lecture system is 
a feasible plan to follow. Where this is 
the case it is considered preferable by 
many, as it permits of classroom discus- 
sion and close personal supervision, both 
highly valuable. This undertaking, how- 
ever, would be an exceedingly difficult 
and expensive one and to date plans for 
its preparation have not proceeded very 
far. 


HANDSOME DOES 


an elderly woman informed an Auckland 
insurance company that she had found the 
missing property in a cupboard. “I didn’t 
think it would be fair to keep both the 
jewels and the money, so I thought you 
would be pleased to know that I have sent 
the £400 to the Red Cross”, she wrote. 





The Students’ 


Department 


J. E. Smyth, C.A., Editor 


NOTES AND 


N& SO LONG ago someone handed 
us a most interesting balance sheet 
to look at. We had not been looking 
at as many recent financial reports as we 
should, and we saw at a glance that we 
had been missing something. 

The balance sheet in question is the 
result of a decision to ‘‘consolidate’’ cer- 
tain wholly-owned subsidiaries for the 
first time. In the past some of the 
wholly-owned subsidiaries had been con- 
solidated while others had not. The un- 
usual result is that the most recent bal- 
ance sheet contains two adjacent money 
columns, both as of the same date, one 
column including the detail of assets and 
liabilities of only those subsidiaries con- 
solidated in previous years, and the sec- 
ond column giving effect to the decision 
to include henceforth in the consolidated 
statements a// the wholly-owned subsid- 
iaries. As a result there are two different 
figures presented for nearly every item of 
assets and liabilities and the earned sur- 
plus becomes considerably larger when 
all the wholly-owned subsidiaries have 
been consolidated. 

In view of the decision to consolidate 
all wholly-owned subsidiaries for the first 
time, the presentation described above 
must surely be the fairest one possible. 


COMMENTS 


A comparison of previous balance sheets 
with this most recent one remains valid 
if its first column is used. At the same 
time the second column is the commence- 
ment of a new series in which the data 
are prepared on a different basis. 

The auditors’ report to the sharehold- 
ers is equally as interesting. The audi- 
tors are obliged to report on two different 
balance sheets for the same company as 
of the same date! They are able to give 
a clean report in respect of each of the 
two presentations. We need hardly point 
out that there is nothing incongruous in 
this, however, in view of the circum- 
stances. 

While we make it a practice not to 
identify any published financial state- 
ments by the name of the company, no 
doubt a large percentage of readers will 
recognize the balance sheet referred to 
above. The person who brought it to 
our attention thinks it is part of one of 
the better financial reports published in 
Canada, and we agree. The report gives 
some information in addition to that 
usually presented, including, for example, 
figures for sales. It also presents some 
pertinent data in the form of graphs, 
and we are no longer so supercilious as 
to sniff at graphs in financial reports. 


CORRESPONDENCE 


Windsor, Ontario. 
Sir: The inclusion of quotations concerning 
cash discounts in your Notes and Comments 
of the June issue, without comment other 


than the inference contained in the “italics” 
at the end of the last quotation, indicates 
your approval and yet the article has over- 
looked an important point. In my opinion, 
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expediency is the prime concern as anyone 
who has kept a set of books where “cash 
discounts” are found will appreciate. 
When faced with an invoice containing 
ten to twenty articles at different prices, all 
or some of which are subject to 2%» cash 
discount, the desirability of reflecting the 
true material costs in the purchase records 
and for inventory purposes hardly justifies 
the labour in recalculating the unit prices 
already conveniently displayed on the in- 
voice. 
NAME WITHHELD BY REQUEST 


Vancouver, B.C. 

Sir: The Notes and Comments in the 

August Students’ Department are of partic- 

ular interest to me. And I readily endorse 
the thesis thereof. 

At the annual meeting of The Canadian 

Political Science Association in Vancouver 


PUZZLE 


Mary is 21. Mary is twice as old as 
Anne was when Mary was as old as Anne 
is. How old is Anne? 





PROBLEMS AND SOLUTIONS 


Solutions presented in this section are prepared by qualified accountants and reflect 
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last year, which I attended fairly regularly, 
my luck in meeting chartered accountants 
was somewhat better than yours this year 
at Halifax. In addition to observing two of 
my local professional confréres in attendance 
at one of the sessions, there was one other 
chartered accountant from elsewhere in 
Canada, who, like myself, was a regular at- 
tendant at the sessions. 

Such occasions give one the pleasant op- 
portunity of meeting the economists and 
social scientists in Canada who, in their 
field, are directly and indirectly shaping the 
course our country should follow. 

One, such as I, received a delicate bit of 
flattery in connection with the event last 
year. An invitation to a garden party 4.30 
to 6 p.m. one day was issued to members 
of the Association. On my invitation I was 
addressed as “Doctor”, as apparently were 


all the others! 
V. R. Cierinue, C.A. 












SOLUTION TO 


LAST MONTH’S PUZZLE 
The trains meet in three hours. 


Therefore the fly travels 300 miles. 






of course the personal views and opinions of the various contributors. They are designed 
not as models for submission to the examiner but rather as such discussion and explanation 
of the problem as will make its study of benefit to the student. Discussion of solutions 


presented is cordially invited. 


PROBLEM 1 


Intermediate Examination, November 1948 







Accounting Il, Question 4 (10 marks) 


The condensed Profit and Loss Accounts of the ABCD Company for the five years 
ending 31st December 1947 are set out below: 


Year ending 31st December 


1943 1944 1945 1946 1947 
Sales . Serjotebiecebees $979,000 $959,000 $974,000 $980,000 $1,000,000 
Cost of goods sold ..... 625,000 682,000 698,000 661,000 682,000 


$354,000 


$277,000 










$319,000 


$276,000 


$ 318,000 
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Expenses: 

DE Skit bancdansinecue $126,000 $123,000 $109,000 $124,000 $ 127,000 
POAIIBITANIVE ona cies snosciscensece 120,000 102,000 98,000 120,000 122,000 
NNR irerieas caksk<ohacdinca hacicties 3,000 2,300 4,100 7,200 7,500 
TORE CEDCREES  ....02055c000esccsee000) $249,000 $227,300 $211,100 $251,200 $ 256,500 
PREC IEE sv oidiss. cots neecceare $105,000 $ 49,700 $ 64,900 $ 67,800 $ 61,500 


The following information is disclosed by an examination of the books: 
1. Freight on purchases has been included in selling expense 
ik ane MMII ONE coco ccs ccké ces tccnndchaciacscicdvocsseensivien iia th ad $1,500 in 1943 
4,000 in 1946 
2,000 in 1947 
2. Freight on sales has been included in cost of goods sold 
SUI RINE ete sega a ree SA Se Ce As $2,100 in 1944 
2,500 in 1945 
1,000 in 1947 
3. Cost of foreign exchange for payment of purchase invoices is included as financial 
expense in 1946 and 1947; prior to this it has been shown as part of the cost 
of goods sold. The amount involved in each year is: in 1943, $600; in 1944, $800; 
in 1945, $1,200; in 1946, $3,000; in 1947, $3,500. 
4. In 1944 an error in additions resulted in an over-footing of the inventory as at 
31st December 1944 by $1,800. 
5. An error in the extension of the inventory as at 31st December 1946 resulted in an 
underfooting of $3,100. 
6. Inventories were consistently valued on a FIFO basis, except that in 1945 a portion 
of the inventory which cost $2,800 was inventoried at selling price, representing 
an advance of 25% over cost. 


Required: 
Adjusted condensed Profit and Loss Accounts for the five years ending 31st December 
1947. 
A SOLUTION 
Adjustments 
Re: 
Year ending 31st December 
1943 1944 1945 1946 1947 

Cost of Goods Sold ......... $625,000 $682,000 $698,000 $661,000 $ 682,000 
1. Plus freight on purchases 1,500 4,000 2,000 
2. Minus freight on sales ...... 2,100% 2,500% 1,000% 
3. Plus foreign exchange ........ 3,000 3,500 
4. 31/12/44 overfooted $1,800 1,800 1,800% 
5. 31/12/46 underfooted 

RID. are i Asiess 3,100% 3,100 
6. 31/12/45 overcosted .......... 700 700% 


Adjusted cost of goods sold ..$626,500 $681,700 $694,400 $664,200 $ 689,600 


% denotes red figure 
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Adjusted Condensed Profit and Loss Accounts 
Year ending 3ist December 


1943 1944 1945 1946 1947 
BO se ieee $979,000 $959,000 $974,000 $980,000 $1,000,000 
Cost of Goods Sold ................ 626,500 681,700 694,400 664,200 689,600 


eee 


352,500 277,300 279,600 315,800 310,400 


Expenses: 

Ro Sidadess dab Scicneesineicc 124,500 125,100 111,500 120,000 126,000 
Administrative  ...................00.. 120,000 102,000 98,000 120,000 122,000 
DEEN Giuccciaysesspscacwin sienna 3,000 2,300 4,100 4,200 4,000 
Total Expenses — ..........0.....0.000 247,500 229,400 213,600 244,200 252,000 
Pe: kt ahtoun 105,000 47,900 66,000 71,600 58,400 





PROBLEM 2 
Intermediate Examination, November 1948 


Accounting I, Question 5 (10 marks) 


On 1st June 1948 the HIJ Company Limited was organized under the Dominion 
Companies Act, with an authorized capital as follows: 
1,000 preferred shares, par value $100 
30,000 no par value common shares 
Capital was issued to the organizers in the following amounts for the consideration 
stated, which was received upon the issue of the shares: 


Number of Shares Consideration 
Preferred 
Name Preferred Common Common Cash Total 
J 100 20,000 Land & Buildings ....... $145,000 $10,000 $155,000 
KK 100 2,000 Patent Rights ................ 15,000 10,000 25,000 
LL 50 2,500 PROMOGOR: s.cicccncs 8,500 5,000 13,500 


JJ then donated 1,500 of his common shares to be held by a trustee and distributed 
as a bonus to future purchasers of preferred stock at the rate of 2 shares of common for 
every 1 share of preferred stock purchased at the time the preferred shares are paid in full. 

Other shares were then sold as follows: 


Number of Shares Cash received 
To Preferred Common upon sale 
XX 100 500 $15,000 
T2 150 500 20,000 
Sundry 400 1,500 55,000 


The cash received upon sale represented payment in full for the common shares and 
35% of the par value of the preferred shares. The directors authorized setting aside 10% 
of the consideration received for these common shares as distributable surplus. 

On 1st September 1948 a further call of 25% on these preferred shares was made. 
This was paid by all the holders of preferred shares, with the exception of YY. 

On ist November the directors passed a resolution forfeiting YY’s preferred shares 
for non-payment of call. 

Required: 
Balance Sheet of the company after giving effect to the above. 
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A SOLUTION 
HIJ COMPANY LIMITED 
BALANCE SHEET 
As at 1 November 1948 
ASSETS 
becca : $127,500 
Land and Buildings : Bee 145,000 
Patent Rights Ay es Re mc ere RT Ate Pr eR Re oe eee 15,000 
Organization Expenses 


LIABILITIES AND CAPITAL 


Capital: 
Preferred Shares, 900 issued @ 100 
(authorized 1000 shares @ 100) iescsieieise 90,000 
Less amount uncalled ................ ek Nero usta oe re 
Forfeited shares — 150 held in treasury 15,000 35,000 


Preferred shares paid up ................. 55,000 
Common Shares, no par value, 27,0 

(authorized 30,000 Shares @ P.P:¥.) «...6.2..6c.icccccccccccsssersesiecssssess 2293025 
EMESIS NUNN og Cocoon Sc Ve asa lkctach ih fae 6,725 
Surplus from Forfeiture ye baPr evict ancetnst a eeet sions 5,250 


$296,000 


Note: 1,500 bonus shares are held by a trustee for purchasers of preferred shares 
who have fully paid for their shares. Two shares will be issued for each preferred share 
purchased. 


PROBLEM 3 
Final Examination, November 1948 
Accounting IV, Question 1 (10 marks) 


Mr. C. U. Later died on 31st March 1948. With respect to Mr. Later’s estate the follow- 

ing transactions, among others, must be taken into consideration: 

1. An income tax assessment was received covering Mr. Later’s 1946 income which 
showed further taxes due of $325 plus interest of $15.20. This was paid on 30th 
June 1948. 

. Stocks which Mr. Later had purchased for $3,000 in 1940 and which had a market 
value of $3,500 at 31st March 1948 were sold for $3,610 on 1st September 1948. 

. A dividend of $650 was received on 30th July in respect of the above stocks. 
This dividend had been declared 15th May, 1948, to all Shareholders of record at 
30th April 1948. 

. The Slomun Aye Co. Ltd., in which Mr. Later owned 200 6% cumulative preferred 
shares of a par value of $100 each, paid arrears of preferred dividends covering 
the years 1945, 1946 and 1947. These dividends were declared 1st June 1948 and 
were received 1st July 1948. 

. On 31st January 1948, Mr. Later had received $300 for the next 6 months’ rent in 
respect of a house he owned. In his will he bequeathed the house to his eldest 
son, U. R. Later, who received the title papers on 31st May 1948. 

. Accounts of $600 due to Mr. Later at the date of his death were settled for $540. 
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7. At Mrs. Later’s request, a debt of $300 which Mr. Later had incurred 15 years ago 
and which was now outlawed was paid by the executor. 






Required: 
For the purpose of the executor’s records, indicate the segregation of each of the 
above transactions as between corpus and income. State briefly the reasons for your opinion 








; in each case. 

) A SOLUTION 

y 1. The payment of the whole $340.20 should be charged to corpus. This was owing at 
: the date of Mr. Later’s death. 

) 2. The stocks would be taken into inventory of the estate as at the date of death at a 





value of $3,500. The profit of $110 realized on the sale of these stocks is an increase 
to corpus. 

3. The dividend is all credited to income. Dividends accrue as at the date of declaration, 
which in this case was after the date of death. 

4. These dividends are all credited to income. “Dividends on stock or shares are pre- 
sumed to be paid out of current profits, and a life-tenant is entitled to all such divi- 
dends” — (Widdifield p. 374). “It was held that where preference shares carrying 
a fixed cumulative preferential dividend are bequeathed in trust for a life-tenant and 
remainderman, and no dividends are declared or paid in the financial years including 
the life-tenancy, the life-tenant’s executors are not entitled to have the arrears made 
good out of future preferential dividends.” — (Widdifield p. 377). 

5. 4 months rent ($200) goes to the son, U. R. Later, and two months ($100) to corpus. 
“Rent payable in advance accrues at the time specified for its payment and on the 
death of the lessor after that time, and within the period for which the rent is 
reserved, it passes to the lessor’s personal representatives” — (Widdifield p. 58). 

6. The loss not already provided for is borne by corpus. The asset was one existing at 
the date of death. 

7. Presuming that the debt was paid with the knowledge and permission of all the 
beneficiaries of the estate, and that the payment did not interfere with other creditors’ 

rights, the $300 is a charge against corpus. If Mrs. Later is the only beneficiary agree- 

ing it would be charged against her legacy. 


PROBLEM 4 
Final Examination, November 1948 
Accounting IV, Question 2 (10 marks) 


The comparative operating statements of the Goofy Gadgets Company for the years 
ending 31st December 1946 and 1947 follow: 




























1946 1947 

SPE gs heessi eRe in edaesegcbs siaareby sade satecvtcews gat be eiscon9 ts bawisealcdscebencaneineests $66,200 $75,300 
Cost of goods sold: 

MONOID? — case Sri Rash la ate sie oad esha aadviacte oi . $21,000 $26,100 

RE, ali Seecckcstssenstcs aieed hn cieeasde naw sitscsaees . 21,300 27,300 

Factory overhead _................. seoataoldatccalaaiacebteue rere ; 12,500 14,000 






ME SONG OE NEB TEN sis esses ts est use ci ssedl secvesecnccnts tah abeaeaa ieee $54,800 $67,400 








SES Arma OTROS wi assis sess fnsp ses cccngccasnta sn cacsnecdaaninedccbveis concenscnesecdeetones .... $11,400 $ 7,900 
SOC TLMER Bile AUSRATIDUT RULE CH OISE 5.5... 5s 55n ce essecnceesccssavbeossscansssosisdoaecczscesens 4,800 5,700 






Ng tt ators Sata cepa ae Le Nasa erhccpsaleeatccetbenperteessnecdsite .. $ 6,600 $ 2,200 
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In 1946, only Gadget #1 was manufactured and sold; in 1947, Gadget #1 and also 
Gadget #2 were manufactured and sold. Sales of Gadget $2 were $33,000 and the cost 
of Gadget $2 sold was made up of: materials $9,000, labour $7,100, and factory overhead 
$4,000. In 1947, the average selling price of Gadget # 1 was decreased by 10%. 
Required: 

An analysis of the above statements to show the causes of change in the 1947 net 
profit as compared with the 1946 net profit. 


A SOLUTION 
GOOFY GADGETS COMPANY 
ANALYSIS OF CHANGE IN NET PROFIT 
for the years ending 31st December 1946 and 1947 
1946 1947 
Gadget #1 Gadget%l Gadget #2 
FORME Sst isc cesveavcvis $66,200 $42,300 $33,000 


Cost of goods sold 
Materials steal $21,000 $17,100 $ 9,000 


Labour seiinseleuiencs 21,300 20,200 7,100 
DENY SD IEIMER EL co 5 co a socchasicsasviceaovsesinscceicewsidciaikeuaaivcds: ~ AEOO® 10,000 4,000 


$54,800 $47,300 $20,100 


Gross Margin on Sales ashe ait Sas ascsvas* ce $ 5,000 $12,900 


=== — 


Decrease in Gross Margin on Sales 
Due to decreased volume of $1 sales 
($66,200 — 10 X $42,300) 


9 
Due to decreased selling price of $1 
10% of $47,000 $23,900 


Less decrease in cost of materials due to volume 
(21,000 — 47,000 X 21,000) 


66,200 
decrease in cost of labour due to volume 
(21,300 — 47,000 X 21,300) 


66,200 
decrease in overhead due to volume 
(12,500 — 47,000 X 12,500) 3,625 


66,200 
Less increased cost of materials 
(17,100 — 14,909) 2,191 
increased cost of labour 
(20,200 — 15,123) 5,077 
increased cost of overhead 
(10,000 — 8,875) i . 3,825 


$ denotes red figure 
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Decrease in gross margin on #1 sales 16,400 
Less—gross margin on $2 sales 12,900 $ 3,500 


Increase in selling & administrative expenses 900 


Decrease in net profit 


PROBLEM 5 


Final Examination, November 1948 
Accounting IV, Question 4 (10 marks) 


The Dippy Department Store, at 1st January 1947, the beginning of the fiscal year, 
set up stock ledgers on the retail inventory method. At this time the inventory of the 
glove department was set up at $29,000 cost, and $41,000 retail. The stock ledger shows 
the following transactions for the first 6 months of 1947: 

Guiove DEPARTMENT 

Purchases Mark- 

Month.. Cost Retail Sales Downs 
January $10,100 $15,070 $ 9,870 $ 600 
February 14,500 20,825 14,650 1,025 
9,750 13,800 18,700 750 

11,300 15,650 16,900 1,050 

3,750 5,200 14,600 1,450 

6,100 8,600 12,150 1,025 

During February, 50 dozen pairs of gloves, style #60, were purchased (included in the 
purchase figure above). Because the gloves proved particularly popular, the retail price 
of the 24 dozen pairs remaining in stock at the end of February was advanced 25c a pair. 
This additional markup is not included in the above summary. By the end of April, there 
still remained 6 dozen pairs of these gloves and the price was reduced by 45c, this reduc- 
tion being recorded in the stock ledgers. 

At the first of May, in accordance with a request from the executive for a special sales 
event, 75 dozen pairs of gloves, style $82 were placed on sale at a retail price of $1.50. 
These gloves had been bought in April and priced at $2.25 a pair at that time. The sale 
lasted one week, and at the end of the week the original retail price was restored on the 
20 dozen pairs remaining. The mark-down is included in the above summary, but the mark- 
down cancellation was not recorded. 

Physical inventory at retail prices was $26,375 at 30th June. 

Required: 

a) Amount of retail stock overage or shortage. 

b) Cost value of closing inventory at 30th June. 

c) Cost of gloves sold. 

d) Rate of turnover. 


A SOLUTION 


THE DIPPY DEPARTMENT STORE 
(a) RETAIL VALUE OF STOCK IN GLOVE DEPARTMENT 
as at 30th June 1947 
Cost Retail 
Opening Inventory $ 41,000 
Purchases 79,145 


$ 120,145 
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Add: mark-up Style #60 





28 12% 23 . Pee : 3. 72 
Goods to be accounted for at retail 120,217 
Less: Sales $ 86,870 
Add: mark-downs recorded 5,900 
$ 92,770 
Less: mark-down cancellation Style #82 
20x42 x .75 Sadbide ; 180 92,590 
Book inventory $ 27,627 
Actual inventory 26475 
Apparent shortage $ 1,252 
(b) Purchases and opening inventory at cost $ 84,500 
Retail value of same 120,217 


Cost value of closing inventory 84,500 x 26,375 


‘ $ 18,538.87 
120,217 
(c) Original retail price of sales $ 92,590 
Cost of goods sold: 84,500 x 92,590 
‘ ‘ = § 65,081.10 
120,217 
(d) Rate of turnover: 
1. On basis of average monthly inventory at retail— 
Jan. 41,000 + 15,070 — 9,870— 600 = 45,600 
Feb. 45,600 + 20,825 — 14,650 — 1,025 = $0,750 
Mar. 50,750 + 13,800 — 18,700 — 750 + 72 = 45,172 
Apr. 45,172 + 15,650 — 16,900 — 1,050 : 42,872 
May 42,872+ 5,200 — 14,600 1,450 +180= 32,202 
June 32,202 + 8,600 — 12,150 1,025 ——— ee aE a | 


244,223 
92,590 
1/7 (41,000 + 244,223) 
2. On basis of opening and closing inventories at cost— 


65,081.10 sie 
1/2 (29,000 + 18,538.87) 


297 





Jo Your Specifications 


@ You want the painstaking care — 
the analysis and creative thinking that you 
put in designing a special form—to be re- 
flected in the final result. 


@ Grand & Toy’s technical know- 
how and modern plant facilities enable us 
to produce special forms exactly as specified 
and in the most economical manner. 


COLUMNAR SHEETS FOR DESIGNING FORMS 


Busy accountants appreciate the time that can be saved 
by using Grand & Toy’s ready ruled columnar sheets. The 
basic part of your designing job is already complete. Col- 
umnar sheets are carried in a wide variety of sizes and 
rulings. 


For information on printing, ruling or lithographing special 
accounting forms, or details of Grand & ‘Toy’s columnar 
sheets, telephone ELgin 6481, write us, or visit any of our 


three Toronto stores. 





Fhe 


Assurance Company 


The Pioneer of Life Assurance in Canada 


For over 100 years, the Standard Life has been 
serving Canadians, and is proud to include among its 
clients many of the largest and best known Companies in 


Canada. 


The Standard specializes in all forms of Life 


Assurance and Pension Plans. 


Head Office for Canada 


MONTREAL 


ONTARIO BRANCHES OFFICES 
TORONTO—80 King St. W. Gordon B. Coyne, Branch Mgr. 
HAMILTON—126 King St. E. J. A. Wright, Branch Mgr. 
OTTAWA—46 Elgin St. L. Whitney Spratt, Branch Mgr. 
LONDON—365 Richmond St. R. W. Porter, Branch Mgr. 








